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KONA GRILL, INC.
NOTICE OF ANNUAL MEETING OF STOCKHOLDERS
May 1, 2007

The Annual Meeting of Stockholders of Kona Grill, Inc., a Delaware corporation, will be held at 2:00 p.m.,
on Tuesday, May 1, 2007, at the offices of Greenberg Traurig, LLP, 2375 East Camelback Road, Suite 700,
Phoenix, Arizona, for the following purposes: ‘

1. To elect three Class II directors to serve for a three-year term expiring in 2010.

2. To consider and vote upon a proposal to approve the amendments of our 2005 Stock Award Plan (a) to
increase the number of shares of common stock reserved for issuance under the plan by 175,000 shares and (b) to
require stockholder approval for any actions that may be treated as stock option repricing.

3. To ratify the appointment of Ernst & Young LLP as our independent auditor for the fiscal year ending
December 31, 2007.

4. To transact such other business as may properly come before the meeting or any adjournment thereof.
These items of business are more fully described in the proxy statement accompanying this notice.

Only stockholders of record at the close of business on March 16, 2007 are entitled to notice of and to vote
at the meeting.
et Sy ;.ir; [STIRTIP S B TR E"'!"TJ
All stockholders -are cordially invited to attend the meeting and vote in person. To assure your
representation at the meeting, however, you are urged to mark, sign, date, and return the enclosed proxy as promptly
as possible in the postage-prepaid envelope enclosed for that purpose. You may vote in person at the meeting even
if you have previously returned a proxy.

Sincerely,

Wl

Mark S. Robinow
Executive Vice President, Chief Financial Officer, and
Secretary

Scottsdale, Arizona
March 19, 2007
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KONA GRILL, INC. N S
7150 East Camelback Road, Suite 220
Scottsdale, Arizona 85251 ...
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PROXY STATEMENT . ..

VOTING AND OTHER MATTERS
» . * ! . : Tl ' .t 1 ) ' +
General : . N » . : .
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The enclosed proxy is solicited on behalf of Kona Grill, Inc a Delaware corporatlon by our Board of
Directors for use at our Annual Meeting of Stockholders to be held at 2: 00 p.m. on Tuesday, May 1, 2007, or at any
adjournment thereof, for the purposes set forth in this proxy statement and in the accompanying notice. The meeting
will be held at the offices of Greenberg Traurig, LLP, at 2375 East Camelback Road, Suite 700, Phoenix, Arizona. -

These proxy solicitation materlals were first mailed on or about March 27 2007 to all stockholders entltled
tovoteatthemeetmg PRI T T R g BRERE " .
£l ' .. St -t e . TE Lo N T T
Voting Securities and-Voting Rights .. . .. . . -~ SR IR :
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Stockholders of record at the close of business on Mar¢h 16,2007, are entitled to notice of and to vote at
the meeting. On the record date, there were.issued and outstanding 5,860,710 shares of our commen stock. Each
holder of common stock voting at the meéting; either in person or 'by: proxy, may cast one vote per share of common
stock held on all matters to be voted on at the meeting,

The presence, in person or by proxy, of the holders of a majority of the total number of shares of common
stock entitled to vote constitutes a quorum for the transaction of business at the meeting. Assuming that.a quorum is
present, a plurality of the votes properly cast in person or by proxy will-be required to elect the three director
candidates; and the affirmative vote of a majority.of the shares present in person or by proxy will be required (1) to
approve the amendments to our 2005 Stock Award Plan, and (2) to ratlfy the appomtment of Emst & Young LLP as
our independent auditor for the fiscal year endmg December 31,.2007..- : . .
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Votes cast by proxy or in person at the meeting will.be tabulated by the election inspectors appointed for
the meeting who will determine whether a quorum is present. The election inspectors will treat abstentions as shares
that are present and entitled to vote for purposes of determining the presende of a quorum:but as unvoted for
purposes of determining the approval of any matter submitted to the stockholders for a vote. If a broker indicates on
the proxy that it does not have discretionary authority as to certain shares 1o vote on a particular matter, those shares
will not be considered as present and entitled to vote with respect to that matter.

Voting of Proxies

When a proxy is properly executed and returned, the shares it represents will be voted at the meetmg as
directed. If no specification is indicated, the shares will be voted (1) “for” the election of the nominees set forth in
this proxy statement, (2) “for” the approval of the amendmerits to our 2005 Stock Award Plan, and (3) “for” the
ratification of the appointment of Emst & Young LLP as our mdependent audltor for the’ ﬁscal year ending
December 31, 2007.

Revocability of Proxies

Any person giving a proxy may revoke the proxy at any time before its use by delivering to us either a
written notice of revocation or a duly executed proxy bearing a later date or by. attendlng the meetmg and votmg in
person. ‘ e T
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Solicitation

We will bear the cost of this solicitation. In addition, we may reimburse brokerage firms and other persons
representing beneficial owners of shares for reasonable expenses incurred in forwarding solicitation materials to
such beneficial owners. Proxies also may be solicited by certam of our directors and officers, personally or by

- telephone or e-mail, without additional compensation.

Annual Report and Other Matters

Our 2006 Annual Report to Stockholders, which was mailed to stockholders with this proxy statement,
contains financial and other information about our company, but is not incorporated into this proxy statement and is
not to be considered a part of these proxy soliciting materials or subject to Regulations 14A or 14C or to the
liabilities of Section 18 of the Securities Exchange Act of 1934, as amended. The information contained in the
“Report of the Compensation Committee of the Board of Directors on Executive Compensation,”. “Report of the
Audit Committee,” and “Performance Graph” below shall not be deemed “filed” with the Securities and Exchange
Commission, or the SEC, or subject to Regulations 14A or 14C or to the liabilities of Section 18.of the Exchange
Act.
H . . s .
We will provide, without charge, additional copies of our Annual Report on Form 10-K for the year
ended December 31, 2006 as filed with the SEC to each stockholder of record as of the record date that
requests a copy in writing. Any exhibits listed in the Form 10-K report also will be furnished upon request at
the actual expense we incur in furnishing such exhibit. Any such requests should be directed to our
company's secretary at our executive offices set forth in this proxy statement. . :

. '
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' ELECTION OF DIRECTORS .

Nominees

- Our certificate of incorporation and bylaws provide that the number of directors shall be fixed from time to
time by resolution of our Board of Directors. Our certificate of incorporation and bylaws provide for a Board of
Directors consisting of three classes, with one class standing for election each year for a three-year staggered term.
Messrs. Mark L. Bartholomay, Anthony L. Winczewski, and Douglas G. Hipskind serve as our Class II directors
whose term of office will expire at the annual -meeting. Our Board of Directors has nominated Messrs. Mark L.
Bartholomay, Anthony L. Winczewski, and Douglas G. Hipskind for election as our Class 1l directors for a three-
year term expiring in 2010. In the event that any of these individuals are unable or declines to serve as a director at
the time of the meeting, the proxies will be voted for any nominee designated by our current Board of Directors to
fill the vacancy. It is not expected that any of these individuals will be unable or will decline to serve as a director.

The Board of Directors recommends a vote “for” the nominees named herein.

The following table sets forth certain information regarding our directors:

Name Age Position
Marcus E. Jundt... USRI 3 | Chairman of the Board, Pre51dent and Chief Executive Ofﬁcer
Mark L. Bartho]omay (1)(2)(3) ... 47 Director

Kent D. Carlson (1)(3).ccocvccnmmnnnnnininns 55  Director

Richard J. Hauser..........ccccvvcneninnnnnininnns 44 Director

Douglas G. Hipskind ..., 38 Director

W. Kirk Patterson (IM2)(3) cooceevcevirrrnnnns 49 Director

Anthony L. Winczewski (2)(3)}...ccvvvvirnens 51 Director

(1). Member of the Audit Committee’

(2) Member of the Compensation Committee

(3) Member of the Nominating Committee



Marcus E. Jund! has served as our President and Chief Executive Officer since July 2006, as Chairman of the
Board since March 2004, and as a director of our company since September 2000. Prior to joining our company,
Mr. Jundt served as Vice Chairman and Portfolio Manager of the investment advisory firm of Jundt Associates, Inc.
From November 1988 to March 1992, Mr, Jundt served as a research analyst for Victoria Investors covering the
technology, health care, financial services, and consumer industries. From July 1987 until October [988, Mr. Jundt
served in various capacities on the floor of the Chicago Mercantile Exchange with Cargill Investor Services. Mr.
Jundt also serves as a director of Minnetonka Capital Investment and Spineology, both private companies,

Mark L. Bartholomay has served as a director of our company since January 2006. Since July 2005,
Mr. Bartholomay has served as President and Founder of GBG Consulting, LLC, a private consulting firm. From
July 2000 to June 2005, he served as Vice President of Business Development at Famous Dave's of America, Inc., a
publicly traded owner, operator, and franchisor of restaurants. Prior to that, Mr. Bartholomay served as Senior Vice
President of Imternational Development and Operations at” Rainforest Cafe, Inc., a publicly traded restaurant
company.

" Kent D. Carison has served as a director of our company since August 2006. 'Mr. Carlson is currently a Senior
Vice President - Commercial Real Estate at Marshall & Ilsley Bank and has worked in the commercial banking
industry for nearly 30 years. He has vast experience in originating and structuring secured commercial real estate
and construction loans. Mr. Carlson is a member of the Minnesota Multi Housing Association,- the Minnesota
Shopping Center Association, the National Association of Industrial & Office Parks, and various civic organizations.

v P . . f - N

Richard J. -Hauser has served as a director of our company since  December 2004. Mr. Hauser serves as the
President and owner of Capital Real Estate, Inc., a commercial real estate development company based in
Minneapolis, Minnesota, which he founded in 2001. In addition, Mr. Hauser is the Manager and owner of Net
Lease Development, LLC, which is a' controlled operating company under Capital Real Estate, Inc. Prior to
founding Capital Real Estate, Inc. and Net Lease Development, LLC, Mr. Hauser served as a partner with Reliance
Developiment Company, LLC from 1992 to 2001, where he was responsible for the management, development and
sale of retail propemes -

Doug!as G. Hipskind has served as a director of our company since Novernber 2003. Mr, Hipskind has served
as a Principal and Chief Operating Officer of Vail Development, LLC, a hotel development company which is
designing and developing the Four Seasons Resort in Vail, Colorado, since June 2004. Mr. Hipskind also served as
a Managing Director of Jundt Associates, Inc. from January 2001 to November 2006. From August 1999 to January
2001 he served as Controller of Jundt Associates, Inc. From December 1993-to August 1999, Mr, Hipskind served
in the Financial Services practice of KPMG LLP, where he was responsible for tax and consulting matters for his
mutual fund and investment partnershlp cllents Mr. Hlpskmd isa cemﬁed public accountant

W, K:rk Patterson has served as a director of our company since. January 2005. Mr. Patterson currently serves
as the Senior Vice President and Chief Financial Officer of Staktek-Holdings, Inc., a provider of high-density
memory solutions. From July 2003 to November 2003, Mr. Patterson served as Acting Chief Financial Officer,
Vice President of Finance, and Corporate Controller of Cirrus Logic, Inc., a developer of mixed-signal integrated
circuits. From February 2000 to November 2003, he served in a variety of roles at Cirrus Logic, including Vice
President of Finance and Corporate Controller, Treasurer, and Director of Financial Planning and Analysis. .From
November 1999 to February 2000, Mr. Patterson served as Regional Manager of Accounting Services of
PricewaterhouseCoopers LLP; a public accounting firm. From June 1980 to November 1999, Mr. Patterson served
in several positions with BP Amoco Corporation, a provider of energy and petrochemlcals most .recently as
Manager, P!annmg and Economlcs for the Amoco Energy Group North America.

Anthony L.. Winczewski has served as a director of our company since April 2005. Mr. Winczewski has served
as President and Chief Executive Officer of Commercial’ Partners Title, LLC, a midwestern title insurance agency
engaged in providing commercial, residential, and tax deferred exchange solutions since January 1995. Prior to
forming Commercial Partners in 1995, Mr. Winczewski served as a manager and sales officer for Chicago Title
Insurance Company from May 1984 until January 1995. Mr., Winczewski served as a Vice President and Principal
of Winona County Abstract and Title, Inc. from.July 1975 until May 1984 and as a paralegal for. Titie Insurance
Company of Minnesota from June 1974 until July 1975. .




There are no family.relationships among any of our directors.or executive officers.

Classification of our Board of Directors

Our certificate of incorporation provides for a Board of Directors consisting of three classes serving three-
year staggered terms. Mr. Marcus E. Jundt serves as our Class I director, with the term of office of the Class 1
directors expiring at the annual meeting of stockholders in 2009. The Class Il directors consist of Messrs. Mark L.
Bartholomay, Anthony L. Winczewski, and Douglas G. Hipskind, with the term of office of the Class It directors
expiring at the annual meeting of stockholders in 2007. Class III directors consist of Richard J. Hauser, W. Kirk
Patterson, and Kent D. Carlson with the term of office of Class III directors expiring at the annual meetmg of
stockholders in 2008. Officers serve at the pleasure of the Board of Dlrectors , . \

+

Information Relaﬁng to Corporate Governance and the Board of Directors

Our Board of Directors has determined, after considering all the relevant facts and circumstances, that
Messrs. Bartholomay, Carlson, Patterson, and Winczewski are independent directors, as “independence” is defined
by NASDAQ and the SEC, because they have no relationship with us that would interfere with their exercise of
independent judgment. Frank B. Bennett served as an independent director of our company during a portion of
fiscal 2006 before his resignation in July 2006.

Our bylaws authorize our Board of Directors to appoint among its members one or more committees, each
consisting of one or more directors. Our Board of Directors has established an Audit Committee, a Compensation
Committee, and a Nominating Committee, each consisting entirely of independent directors.

* ' ]

Our Board of Directors has adopted charters for the Audit, Compensation, and Nominating Committees
describing the authority and responsibilities delegated to each committee, by our Board of Directors. Our Board of
Directors has also adopted a2 Code of Business Conduct and Ethics, and a Code of Ethics for the CEO and Senior
Financial Officers. We post on our website at www.konagrill.com, the charters of our Audit, Compensation, and
Nominating Committees; our Code of Business Conduct and Ethics, and Code of Ethics for the CEO and Senior
Financial Officers, and any amendments or waivers thereto; and any other corporate governance materials
contemplated by SEC or NASDAQ regulations. These documents are also available in print to any stockhelder
requesting a copy in writing from our corporate secretary at our executive offices set forth in this proxy statement.

We regularly schedule executive sessions at whlch mdependent d1reet0rs meet wnthout the presence or
participation of management. . : :

Interested parties may communicate with our Board of Directors or specific members of our Board of
Directors, including our independent directors and the members of our various board committees, by submitting a
letter addressed to the Board of Directors of Kona Grill, Inc. c/o any specified individual director or directors at the
address listed herein. Any such letters are sent to the indicated directors.

The Audit Committee

The purpose of the Audit Committee is to oversee the financial and reporting processes of our company and
the audits of the financial statements of our company and to. provide assistance to our Board of Directors with
respect to the oversight of the integrity of the financial statements of our company, our company’s compliance with
legal and regulatory matters, the independent auditor’s qualifications and independence, and the perfonnance of our
company’s independent auditor. The primary responsibilities of the Audit Committee are set forth in its charter.
The Audit Committee also selects the independent auditor to conduct the annual audit of the financial statements of
our company; reviews the proposed scope of such audit; reviews accounting and financial controls of our company
with the independent auditor and our financial accountmg staff; and reviews and approves transactions between us
and our directors, officers, and their affiliates. . . ‘ -

. t - ' .

The Audit Commiltee currently consists of Messrs. Bartholomay, Carlson,.and Patterson, each of whom is
an independent director of our company under the NASDAQ rules as well as under rules adopted by the SEC




pursuant to the Sarbanes-Oxley Act of 2002. ' 'The Board of Directors has determined that each of Messrs.
Bartholomay, Carlson, and Patterson (whose backgrounds are detailed above) qualifies as an “audit committee
financial expert” in accordance with applicable rules and regulations of the SEC. Mr. Bartholomay serves as the
Chairman of the Audit Commiitee.

The Nominating Commirttee

The purposes of the Nominating Comumittee include the selection or recommendation to the Board of

Directors of nomihees to stand for election as directors at each election of directors, the oversight of the selection
and composition of committees of the Board of Directors, the oversight of the evaluations of the Board of Directors
and management, and the development and recommendation to the ‘Board of Ditectors of a set of corporate
governance principles applicable to our company. The Nominating Committee currently consists of
Messrs. Winczewski, Bartholomay, Carlson, and Patterson, with Mr, Winczewski serving as Chairman. .

The Nominating Committee will consider persons recommended by stockholders for inclusion as nominees
for election to our Board of Directors if the names, biographical data, and quallflcatlons of such persons are
submitted in writing in a timely manner addressed and delivered to our company’s secretary at the address listed
herein. The Nominating Committee identifies and evaluates nominees for our Board of Directors, including
nominees recommended by stockholders, based on numerous factors it considers appropriate, some of which may
include strength of character, mature judgment, career specialization, relevant technical skills, diversity, and the
extent to which the nominee would fill a present need on our Board of Directors. As discussed above the members
of the Nommanng Commrttee are independent, as that term is defined by NASDAQ

L

The Compensanon Committee

The purpose of the Compensation Committee includes determining, or recommending to our Board of
Directors for determination, the compensation of the Chief Executive Officer and other executive officers of our
company and discharging the responsibilities of our Board of Directors relating to compensation programs of our
company. The Compensatlon Committee currently consists of Messrs. Patterson ‘Bartholomay, and Wmczewskl
with Mr. Patterson serving as Chairman.

Compensation Committee Interlocks and Insider Partici'pation L e

During the fiscal year ended December 31, 2006, our Compensation Committee consisted of Messrs.
Patterson, Bartholomay, and Winczewski, all non-employee directors (as defined in Rule 16b-3 under the Securities
Exchange Act). None of these committee members had any contractual or other relationships with our company
during such fiscal year. .

Board and Committee Meetings
Our Board of Directors held a total of five meetings during the fiscal year ended December 31, 2006.
During the fiscal year ended December 31, 2006, the Audit Committee held five meetings, the Compensation
Committee held three meetings, and the Nominating Committee held two meetings. No director attended fewer than
75% of the aggregate of (i) the total number of meetings of our Board of Directors, and (ii) the total number of
meetings held by all Committees of our Board of Directors on which he was a member. We encourage each of our
directors to attend our annual meeting of stockholders. Accordingly; and to the extent reasonably practicable, we
regularly schedule a meeting of the Board of Directors on the same day as the annual meeting of stockholders. All
of our directors, except for Mr. Bartholomay, attended our 2006 Annual Meeting of Stockholders on May 4, 2006.




Cs T * EXEGUTIVE COMPENSATION - ot

LR . A ©t..Compensation Discussion and Analysis . - - . . .-

Compensation Philosophy and Objectives S . e

‘The executive compensauon program of our company seeks to provide a level of compensation that is
compemwe with companies, similar in both size and industry. The goals of our executive officer compensation
program are to attract, retain, and reward executlve ofﬁcers who contribute to our success, to al1gn executive officer
compensation with our. performance and.to motivate executive officers to achleve our business objectwes We
compensate our, senior management through a mix of base salary, bonus, and equity compensation desrgned to be
competitive within our indusiry .and.to align. management’s incentives, with the long-term interests of our
stockholders. '
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Setting Executive Compensation b . . . G
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. Our compensanon setting process eonsrsts of estabhshlng targeted overall compensanon for each executwe
fﬁcer and then allocating that compensation among base salary and incentive compensation. At the executive

level, we desxgn the incentive compensation to reward company-wide performance through tying awards pr1manly

to specrﬁc operational and financial performance. The Compensation Committee evaluates both performance and

compensation to ensure that we maintain the ability, to attract and retain employees in key. positions . and that

compensation provided to key employees remains competitive relative to the compensation paid to similarly situated

executives of our peer companies. , . o

i «, The committee obtains the comparative data.used to assess competitiveness from a variety of resources.
The committee engaged Vrrchow Krause and Company LLP, an outside human resources consulting firm, to

provide. relevant .market data, mcludmg base, salary and incentive compensation, for similar sized, restaurant

companies in terms of market capltallzatlon and revenue. The committee also utilized other industry. compensatlon
surveys and public company proxy statements filed with the United States Securities and Exchange Commission for
similar sized companies in the restaurant industry to benchmark cash compensation and stock option awards. We
compete with many restaurant companies for top executive-level talent. Actual total compensation | levels may differ
from competitive levels in surveyed companies as a ‘result of annual and long-term performance of our company, as
well as individual performance ,,The committee uses its discretion to determine or recommend executive
compensatlon when in its Judgment extemal 1ntemal or an mdmdual s circumstances warrant.

The responsrbrlmes of the Compensatmn Commmee mclude deterrmmng, or recommendmg to our Board
of Directors for determination, the compensation of our executive officers and discharging the responsibilities of our
Board of Directors relating to compensation programs of our company. The Compensation Committee held three
meetings during fiscal 2006. The committee reviews base salary levels for executive officers of our company at the
beginning of each fiscal year and recommends actual, bonuses at the end of each fiscal year based upon our company
and individual performance.

:
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. “The pnmary components of the executwe compensatlon program of our company consrst of base salary,
annual, incentive bonuses, stock option grants and executlve health benefit and perquisite programs. .

4 .

Base Salary .

i
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We provide executive officers with a level of base salary that recognizes appropriately each individual
officer’s scope of responsibility, role in the organization, experience, and contributions to the success of our
company. The Board of Directors reviews salaries recommended by the Compensation Committee. In formulating
these recommendations, the committee considers the overall performance of our company, industry compensation
benchmark data, and conducts an evaluation of individual officer performance. The committee makes, or




recommends that the Board of Directors make, final determinations on any adjustments to the.base salary for
executive ofﬁcers.
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U Annual bonuses are mtended to prowde incentive, compensatlon to key ofﬁcers and employees. who
contribute substantially to the success of our company. ; The granting of'such-awards is based upon the achievement
of- our company's' performance r objectives -and / pre-defiried individual. performance objectives. - ;Company
performance objectives-are based upon achieving:key. financial and operational metrics.that-are-established early.in
each fiscal year. Individual performance objectives.are developed for senior level managers and key employees
early.in each fiscal year. -Upon the close of each fiscal year, executive management and the committee conducts an
assessment of individual performance achieved versus individual performance objectives. . This assessment includes
individual responsibility, performance, and compensation level. Simultaneously,-the board.conducts an assessment
of our company's overall performance, which includes the achievement of operating results and other performance

criteria. The combination of these factors determines any incentive, bonuses to'be paid.~ .. .. " 1+ - La.fy o

. During January 2005, the committee approved a management:bonus program’ pursuant to which.our chief
executive officer, chief operating officer, and chief financial officer are eligible to receive. 50%, 40%, and 40% of
his respective base salary upon successfully ach:evmg certain specified goals. .« » e a0t
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Stock Option Grants -+ ..~ © o hoe Lt 0D e Toan st .

We:grant stock options periodically to certainof our key employees to,provide additional incentive to work
to mammlze long-term total return to stockholders. Stock option award levels are determined based on market data
and’ vary among part1c1pants based on their’ posmons w1th1n the’ company Under our 2005 Plan 'the Board of
Directors or a committee appointed by the Board is specnﬁed to dct'ds the plan administrator. The Board has
authorized the 'Compensation Committee to make recomméndations to- the board regarding grants-of option$ to
executive officers of our company, and these recommendations are subject to ratification by the Board of Diréctors.
In general, stock options are granted to employees at the onset of employment. In establishing award levels, the
. committee bases the number of stock option awards to be granted on the target percentage of ownership of the
recipient, assuming full dilution of outstanding stock option awards. For executive officers, the committee considers
the target percentage of ownershlp of executive officers in our peer group in setting award levels for our executive
officers. If, in the opinion of the committee, the outstanding service of an existing employee merits an increase in
the number of options held, the committee may elect to issue additional stock options to that employee. We do not
have any program or plan to time optipn grants to our executives in coordination with the release of material non-
public information.

Stock options are granted at the closing market price of our common stock on the date of grant. In certain
limited circumstances, the committee may grant options to an executive at an exercise price in excess of the closing
price of our common stock on the grant date. The committee has never granted options with an exercise price that is
less than the closing price of our common stock on the grant date, nor has it granted options which are priced on a
date other than the grant date. During May 2006, the Board of Directors awarded an option to purchase 100,000
shares of our common stock to Mr. Jundt as consideration for his service as our Interim President and Chief
Executive Officer. These options vest and become exercisable in 25% increments on each of August 4, 2006,
November 4, 2006, February 4, 2007, and May 4, 2007. In September 2006, upon Mr. Jundt entering into an
employment agreement with our company, the committee awarded an option to purchase 100,000 shares of our
common stock with an exercise price in excess of the fair market value on the date of grant. In addition, in
December 2006, the committee granted an option to purchase 25,000 shares of our common stock to each of Messrs.
Merritt and Robinow for their performance. The vesting period of option grants is determined at the time of option
grant. The vesting period for the stock options granted in September 2006 and December 2006 was 25% vested on
the date of grant and 25% vesting on each annual anniversary date thereafter.




Benefits

We provide various employee benefit programs to our executive officers, including medical, dental, life,
and long-term disability insurance benefits. These benefits are generally available to all full-time salaried
employees of our company. We also sponsor a tax-qualified 401(k} retirement savings plan pursuant to which
eligible employees, including our named executive officers, are able to contribute the.lesser of up to 50% of their
annual salary or the limit prescribed by the Internal Revenue Service. We match 100% of the first 3% of salary
contributed and 50% of the next 2% of salary contributed. All contributions to the 401(k) plan as well as any
matching contributions are fully vested upon contribution. In addition, we sponsor an employee stock purchase plan
pursuant to which eligible. employees, including.our named executive officers, are able to purchase our common
stock at a five percent discount of the fair market value of our common stock on the last day of the applicable
offering period. Ehglble employees may purchase up to 15 percent of el1g1ble earnings during each of the offering
penods subject to a maximum of $25 000 annually.

1 LI

Compliance with Internal Revenue Code Section 162(m) -

Section 162(m) of the Internal Revenue Code generally disallows a tax deduction to public companies for
compensation 'in excess of $1.0 million paid to each of any publicly held corporation’s chief executive officer and
four other most highly compensated executive officers. Qualifying performance-based compensation is not subject
to the deduction limit if certain requirements are met. We cutrently intend to continue to structure the performance-
based portion of the compensation of our executive officers in a manner that complies with Section 162(m).

REPORT OF THE COMPENSATION COMMITTEE OF THE BOARD OF DIRECTORS

Our Compensation Committee has reviewed and discussed with marnagement the Compensation Discussion
and Analysis included in this proxy statement and, based on such review and discussions, the Compensation
Committee recommended to the Board that the Compensation Discussion and Analysis be included in this proxy
Statement.

Respectfully submitted,
The Compensation Committee
: W. Kirk Patterson, Chairman

Mark L. Bartholomay
Anthony L. Winczewski




year ended December 31, 2006.

SUMMARY COMPENSATION TABLE

The table below summarizes the total compensation earned by each of our executive ofﬁcers for the fiscal

o R . . 0 : P

Option All Other
: [ . . Salary Bonus Awards Compensation Total
Name and Principal Position - « Year - (8 AP (%) (1) ) (8)
- i
Marcus E. Jundt... : 2006 . ' $:114,800 $ 50,000 $475250 — $640,050
Chairman ofthe Board Pre51dem and L .
Chief Executive Off icer (3) o . ' " T .
Jason J. Mermitt oo vvvennoe..n v 2006+ $262,500  $105,000 § 40,875 — $408375 7
Executive Vice Pre51dent a.nd )
Chief Operating Officer
Mark S. Robinow ... 2006 - $236,250 .5 94,500 % 40,875 —  $371,625
Executive Vice Pre51dent '
Chief Financial Officer, and Secretary
C. Donald Dempsey ... 2006 - § 120,000 — — . §24540004) $366,400
Former President and Chief Executive . - " ' ' i
Officer (4) : : . - C

M

[

The amounts reflect the dollar amount recognized for financial reporting purposes for the fiscal year ended
December 31, 2006, in'accordance with SFAS 123R of awards issued pursuant to the 2005 Stock Award Plan
and includes amounts from awards granted in 2006. Pursuant to'SEC rules, the amounts shown exciude the
impact of estimated forfeitures related to service-based vesting conditions. Assumptions used in the calculation

. of this amount for the fiscal year ended December 31, 2006 are included in footnote 11 to our consolidated

(2)

(3)

financial statements for the fiscal year ended December 31, 2006, included i ln ‘our Annual Report on Form 10-K
filed with the Securities and Exchange Commission. o C

o ' ‘ . v v T o
Certain executive officers also received certain perquisites, the value of which did not exceed $10,000, which
primarily consists of 401(k) matching contributions and contributions to a health care savings account.

Mr. Jundt was appointed as our President and Chief Executive Officer effective July 7, 2006 and served as our
Interim President and Chief Executive Officer from January 31, 2006 through July 6, 2006. The amount shown
under “Salary” reflects a $7,500 per month salary effective May 2006 for duties performed as Interim President
and Chief Executive Officer and a pro-rated portion of his $300,000 annual salary effective September 26, 2006
upon entering into an employment agreement with us. The amount shown under “Bonus” reflects a: pro-rated
portion of bonus paid to-Mr. Jundt in his capacity as Pre51dem and Chief Executive Officer. .

. . Lo

@ Effective January 31, 2006, Mr. Dempsey resigned as our PreSIdent and Chlef Executive Officer and as a

member of our Board of Directors, and entered into a separation agreement with us on January 31, 2006.
Pursuant to the separation agreement, we agreed to pay Mr. Dempsey his base salary through April 30, 2006,

- and an aggregate amount of $360,000, 10 be paid in accordance with our ordinary payroll practices between
- May 1, 2006 and April 30, 2007. We also provide Mr. Dempsey and his eligible dependents medical insurance

benefits for a:‘period of up to 18 months after May 1, 2006 or until the date on which Mr. Dempsey obtains

-employment with a new employer that. offers comparable medical coverage. Amounts paid pursuant to the

separation agreement between our company and Mr. Dempsey is included in “All Other Compensation,”

Ce .
- . L. . . i




GRANTS OF PLAN-BASED AWARDS

The following table sets forth certain information with respect to the options granted during or for the fiscal
year ended December 31, 2006 to each of our executive officers.

All Other Option Exercise or Grant Date
Awards: Number Base Price Fair Value of
of Securities’ of Option Stock and
Grant Underlying Awards Option Awards
Name Date Options (#) {$/sh) (&3]
Marcus B Jundt. e, 05104106 .100,000(1) $ 12.64 $ 456,000
09/26/06 100,000 $ 16.40(2) $ 548,000
Jason ). Memtitl ... 1220006 25,000 $ 1914 $ 163,500
Mark 8. Robinow ..o, 12/20/06 25,000 $ 19.14 $ 163,500

C. Donald DEMPSEY .....cviereceeenieecsiienionests s s sresssinas

(I) These options were granted to Mr. Jundt as consideration for his service as our- Interim President and Chief
Executive Officer. One-fourth of such options vest and become exercisable on each of August 4, 2006,
November 4, 2006, February 4, 2007, and May 4, 2007.

(2) Upon his entering into an employment agreement with our company on September 26, 2006, Mr. Jundt received
an option to purchase 100,000 shares of our common stock at an exercise price of $16.40 per share, which was
equal to 110% of the closing price per share of our common stock on the date of grant. These options vest and
become exercisable in 25% increments on September 26, 2006 and each annual anniversary date thereafter.

Employment Agreements

Marcus E. Jundt

I

Effective September 26, 2006, weentered into an employment agreement with Mr. Jundt to serve as our
President and Chief Executive Officer. The agreement provides for Mr. Jundt to receive a base salary of $300,000
per annum, which is subject to review by the Board of Directors annually. In addition, Mr. Jundt received an option
to purchase 100,000 shares of our common stock at an exercise price of $16.40 per share, which was equal to 110%
of the closing price per share of our common stock on the date of grant.

Jason J Merritt

Effective October 1, 2003, we entered into an employment agreement with Mr. Merritt to serve as our
Chief Operating Officer. The agreement has an initial five-year term that expires October 1, 2008. The agreement
provides for Mr. Merritt to receive an annual base salary of $175,000, which is to be reviewed annually by the Board
and which increased to $250,000 effective October 1, 2004, Thereafier, Mr. Merritt’s base salary will not be
reduced. During October 2003, we granted to Mr. Merritt 8,000 shares of our commen stock and an opticn to
purchase an additional 60,000 shares of our common stock at an exercise price per share of $6.00. :

Mark S. Robinow

Effective October 15, 2004, we entered into an employment agreement with Mr. Robinow to serve as our
Vice President and Chief Financial Officer. The agreement provides for Mr. Robinow to receive an annual base
salary of $225,000, subject to review by the Board of Directors. During October 2004, we granted to Mr. Robinow
options to purchase 71,089 shares of our common stock at an exercise price per share of $5.00. Mr. Robinow is
entitled to receive altl benefits, including health insurance, as offered to our other senior executive officers.



OUTSTANDING EQUITY AWARDS AT DECEMBER 31, 2006

The following table includes certain information with respect to all options previously .awarded to the
executive officers named above as of December 31, 2006.

L b "

Ly Lo - -+ Option Awards ! Lot .
Number of Securities Underlying E?ptlo.n Lo ' vt
Unexercised Options {#) xereise .
) e — . Price, . . ,Option
Name ’ Exercnsable Unexercisable (8) Expiration Date :
3
Marcus E. Jundt.......coconimvmeevrccvincnees . 25,000 75,000(1) . % 1640 0%/26/11 .
.o . 50,000 50,000(2) $.12.64 - 050411, ¢ ,
. ; . 60,000 - $ -6.00 01/28115- Y B
Jason J. Merritl. £ e . 6,250 18,750(1) - $ 1914 12/20/11 . .
- ‘ " 60,000 : - $ <600 . - 10/01/13 - i
' +1,000 : C— % 3750 conn2 e T
10,000 - $ 750 03/15/10 ° v |
4,000 —_ $ 5.00 09/01/09 '
Mark S. Robinow ....coccvivcciricnincsesrecreniins 6,250 18,750(1) $ 19.14 1272011 , | .
71,089 — $ 5.00 10/18/14

C. Donald Dempsey ..o

(I o St v » . g
(1) One-fourth of the total number of options vest and become exercisable on the grant date, and one-fourth of
. such options vest and become exercisable on each annual anniversary date thereafter. -

* - ~

(2) One:fourth of tHe total number of options granted vest and bec.ome exercisable on each of. Au.gustA, 2000,
November 4, 2006, February 4, 2007, and May 4, 2007. . it ' ,
OPTIONS EXERCISES AND STOCK VESTED S :

. The following table mcludes certam mformatlon wnh respect to the options exercised by the executlve
ofﬁcers named above during the fiscal year ended December 31, 2006.

N - . . Y- Option Awards .

- - Number of Shares Value Realized - i
. Acquired on + on Exercise . )
Name Exercise (#) (3)
MATCUS E. JURGL...r.ce oo rrsesseesesoesossesesiesnsseeiee = T - . _
. . L | . s 1 ij
R 10,000 $117,946 ;
MK 8. RODIIOW w..covvvvvivvie e senessisssssssse s st ssssss oo essmssssirss | — -
C. Donald Dempsey ' 85,158 $817,521
: Lt
, .
1
. . 4
' *
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Post-Employment Compensation .

Pension Benefits and Nonqualified Deferred Compensation . o . S Y

o
A 4

We do not offer a pension plan for any of our employees. We do not offer a nonqualified deferred
compensation plan for any of our employees. Employees meeting certain plan eligibility requirements may
participate in the Kona Grill Employee Retirement Savings Plan. .

o oru
h

Potential Payments Upon Termination or Chalige of Control

The tables below reflect the amount of compensation to each of the named executive officers of our company
in the event of termination of such executive’s employment. The amount of compensation payable to each named
executive officer upon voluntary termination, involuntary. not for cause termination, for cause termination,
termination following a change of control and in the event of disability or death of the executive is shown below.
The amounts shown assume that such termination was effective as of December 31, 2006, and thus includes
amounts earned through such time and are estimates of the amounts which would be paid out to the executives upon
their termination. Amounts related to stock options assume a price of $20.55, which was the closing price of our
common stock as quoted on the NASDAQ Global Market on December 29, 2006, the last trading day of the fiscal
year. The actual amounts to be paid out can only be determined at the time of such executive’s separation from our
company.

Payments Made Upon Termination
Marcus E. Jundt

The employment agreement provides for Mr. Jundt to receive his earned but unpaid compensation and a
pro rata portion of his bonus earned for the applicable fiscal year through the date of termination of his employment
by reason of death. If employment is terminated by us for “cause,” or by Mr. Jundt without “good reason,” each as
defined in the agreement, Mr. Jundt is entitled to his earned but unpaid compensation and any accrued and vested
payments he is entitled to receive under our benefit plans. If we terminate the employment of Mr. Jundt by reason
of disability, the agreement provides for the pavment of earned but unpaid compensation, a pro rata portion of his
bonus through the date of termination of employment, and any payments or benefits that Mr. Jundt is entitled to
receive under our benefit plans. If we terminaté Mr. Jundt’s employment without “cause,” or if he terminates his
employment for “good reason,” as defined in the agreement, we will pay Mr. Jundt his earned but unpaid
compensation and any payments or benefits he is entitled 1o receive under our benefit plans. In addition, we will
continue to pay to Mr. Jundt his base salary for the 18-month period following the date of termination and a payment
of 150% of the most recent incentive bonus actually paid. During the severance period, Mr. Jundt will be entitled to
receive all medical and dental benefits otherwise available to him during his employment for a period of 18 months.
If we terminate Mr. Jundt’s employment without cause or in the event of a change in control, any unvested stock
options issued in connection with the employment agreement shall vest immediately and become exercisable.

The following table shows the pdtentia] payments upon termination or a change of control for Marcus E.
Jundt, our Chief Executive Officer. C

Involuntary for

Good Reason
Iovoluntary Not Termination R
Voluntary For Canse For Cause {Change-in-
Executive Benefits and Payments Termination on Termination on Termination on Control) on Disability on Death on
Upon Separation 12/31/06 12/31/06 12/31/06 12/31/06 12/31/06 11/31/06
Compensation: . . L. .
Bonus . - $ 50,000 — § 50,000 § 50,000 $ 50,000
Stock Options —_ § 311,250 — § 311,250 — —
Benefits and Perquisites:
Cash SeVeTanCe .oovrvrvrrrereresesssisisiinin. — $ 525,000 — $ 525,000 — —
Health and welfare benefits.......c.o... — § 4320 — $ 4320 —_ _
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Jason J. Merritt

The employment agreement provides for Mr. Merritt to receive his fixed compensation, accrued vacation,
and a pro rata portion of his bonus earned for the applicable fiscal year through the date of termination of his
employment by reason of death or as a result of termination of employment by us for “cause,” or by Mr. Merritt
without “good reason,” each as defined in the agreement. If we terminate the employment of Mr. Merritt by reason
of disability, the agreement provides for the payment of fixed compensation, accrued vacation, pro rata bonus
through the date of termination of employment, as well as a severance payment equal to nine months” of
Mr. Merritt’s base salary then in effect. If we terminate Mr. Merritt’s employment without “cause,” if we do not
renew the agreement at the end of any term, or if he terminates his employment for “good reason,” as defined in the
agreement, we will pay Mr. Merritt his fixed compensation, accrued vacation, pro rata bonus through the date of
termination, and we will continue to pay to Mr. Merritt his base salary during the 12-month period following the
date of termination. In addition, during the severance period, Mr. Merritt will be entitled to receive all medical,
dental, life insurance, and other benefits otherwise available to him during his employment, If we terminate Mr.
Merritt’s employment without cause, any stock options held by Mr. Merritt will continue to vest through the end of
the severance period.

In the event of a “change of control” of our company, as defined in the agreement, the successor to our
business will be required to notify. us or Mr. Merritt within five days prior to the effective date of the “change of
control” whether or not the successor will assume and agree to perform our obligations under the agreement. -In the
event that such successor does not so notify us or Mr. Merritt, the change of control will be deemed a termination of
Mr. Merritt’s employment under the agreement without “cause,” and the severance provisions described above will
apply. In the event the successor company agrees to assume the employment agreement, then Mr, Merritt may
terminate his employment by providing 30 days’ written notice at any time following the one-year anniversary of the
effective date of the change of control. Upon such termination following the one-year anniversary of the change of
control, Mr. Merritt will be entitled to receive the severance benefits described above as if his employtqgnt was
terminated by us without “cause.” -

The fqllowiﬁg table shows the potential payments upon ;ermi'nation or a chhnge of cghtrol for Jason J.
Merritt, our Chief Operating Officer.

i T -

Involuntary for

i ! ‘ ' Good Reason
' Involuntary Not Termination
Yoluntary For Cause ) For Cause {Change-in- .
Executive Benefits and Payments Termination on Termination on Termlination on Control) on Disability on Death on
Upon Separation 12/31/06 12/31/06 12/31/06 12/31/06 12/31/06 12/31/06
Compensation; ?
BONUS 1o, — $ 105,000 $ 105,000 $ 105,000 § 105,000 § 105,000
Stock Options............ T e — $ 8813 — $ 83813 - - E—
Benefits and Perquisites: - ¢
Cash severance ... — § 262,500 — .. § 262,500° § 196,875 o=
Health and welfare benefits .............. — $ 2880 — -.§ - 2,880 - S—
Mark S.-Robinow . . '

1 . R . N '

If we terminate Mr. Robinow’s employment without cause, or if he terminates his employment for good
reason, we will pay Mr. Robinow his fixed compensation and pro rata bonus through the date of termination of his
employment, as well as a severance payment equal to 12 months’ of Mr. Robinow’s base salary then in effect, in
addition, the stock options that would have vested during the year in which such termination without cause occurs
will vest and become exercisable. If we terminate Mr. Robinow’s employment with cause, Mr. Robinow will receive
his fixed compensation through the date of termination.
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The following table shows the potential payments upon termination or a change of control for Mark S.
Robinow, our Chief Financial Officer.

Lo Lot e e A L B to {1 0 ot . .t
i, R e oA e, sty . + - [Inovoluntary for N .o ,
' . i R Good Reason A '
T - Tree o0 " ulorInvoluntary Net - ! Termination ' too : t
H o oo+Voluntary ‘g . ;  ForCause ., ForCause .’ {Change-in- ;, B . . N i
Execnme Benefu nnd Payments - Termination on Tc'rmination_o!n. Termination o, Controljon  Disability on Death on
: Upon Separation’ - *° 13106 " "12/31/06 AU 2106 -0t - 1230006 1 "12/31/06 © 12131006
B TR I L SR e Ry O LN I TY b P VR L U ERANC FAML ST Ty
Compensatiog: - <iage thgen ot A A L O T T
-, 94500 — . $ 94,500 — —
N P S R Lo " P S
— 3 8813 . — $ 8813 — —
N D' n B & O T IR M T
v T L I 135 3 S LT R SN IR L YRR BRI I
T s e T A AUV B N e '
— s 236 250 — $ 236,250 — —
~ ot . L P _ R . T c _
J o T e st ¢.' T T S
DIRECTOR COMPENSATION

.t - L T . N )t e - oo ) K +

"We use a'combmatlon of cash and stock- based mcentlve compensatlon to attract and retain qualified
candidates to serve:on our Board of Directérs. In semng dlrector compensatlon we consider the amount 6f time that
dlrectors spend’ fulﬁllmg thelr dutles asadlrector mcludmg commnttee aSSIgnmentS" e T e

Lo - e e ',,i ut. o . oo 1 .

Cash Compensation Pand to'Board Mem'bers Hronw - o R T A
R IR ..'.‘..4‘.»”’-1:'1. B 0 1\ SRR A "ﬂr- E

Durlng ‘the ﬁscal year ended December 31 2006, each non- employee dlrector of our company recelved a

cash retainer of $10,000 and the"Chairman ‘of the' Audit Comniitee received'an ‘additional cash retamer of $5,000.
During 2007, the Board of Directors revised the cash and stock-based compensation’ components ‘paid to each non-
employee director based upon benchmark cash and stock—based compensation for similar size public companies in
our iridustry. Non-employee directors” receive an‘annual Gash retainer of $15,000, and the Chairman of the Audit
Committee receives an additional annual cash retainer of $5,000. Members ‘of the Audit and'Compensation
Committees each receive an annual cash retainer of $3,000 for each committee on which they serve during the year.
We also reimburse each non-employee director for travel and related expenses incurred in connection with
attendance at board and committee- meetings. Employees who also serve as directors receive no additional
compensation for their services as a'director. " T T
i [ T wp o ! Lot oM

Stock-Based Compeosafion

i vt w2 aa ! R . S Lot AN
fa
3 Yar e [P o ' - Lo
Non-employee directors also are eligible to receive-grants of stock options or awards pursuant to,the
discretion of the Compensation Committee or the entire Board of Directors. For the fiscal year ended December 31,
2006, each non-employee director was granted an option to purchase 10,000 shares of our common stock at an
exercise price equal to the fair market value of our company’s common stock on the date of grant and the Chairman
of the Audit Committee was granted an additional option to purchase 5,000 shares of our common stock: -As noted
above, during 2007, the Board of Directors revised the stock-based compensation component paid to each non-
employee director. Upon joining the Board of Directors, each new non-employee director is granted an option to
purchase 10,000 shares of common stock at a price equal to the fair market value on the date of such member’s first
board meeting. These option awards vest immediately. Each subsequent year, non-employee directors receive an
annual stock option-grant to purchase 3,000 shares of our common-stock that vest 25% each quarter over a period of
one year, while'new non-employee directors receive a pro-rata portion of the'annual stock option-grant in- their. first
full year of serv1ce - These grants:are;made’ annuallyrat the first.meeting of the. Board of Directors-each calendar

year [N TGS S e BRI oWt a L LN U LAY v teor i LR A N R
. LA NP T T N T TSIt 11 DU IS L R, B S E i L T B SRR B s T ey
2L S S VR Y SLRI) LA | EL TR i
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DIRECTOR'COMPENSATION TABLE "' .

+«The table below summanzes the compensation. pald by us to non-employee dlrectors for the ﬁscal year
ended December:31,:2006.. T T [TV PR B S I -

Fees Earned or .
Paid in Cash Option Awards

R N

Namedl) 0 YL e iy (8 caee . (@) Total (5)
$ 12500 .. § ,37200.. 8 49,700

83

Mark L. BArtholomay (3ot 5
Kentt D. Carl$on (4) .. 52 vevcrvmsomssmssimnibon o 0 2,500 50300 - 52,800-

Richard J. Hauser ... 10,000 37,200 47,200°

Douglas G. HHPSKING .o vveeecesrcer oo oo oo 10,000 37,200 47,200 .
W, Kitk PAUEISON.rrsvcesresisrcrssens e seess e 10,000 38,900 48,900

Anthony L. WInCZEWSKLcv..crrcvvrconrvrrrimimemsnones 10,000 38,900 48,900

Frank B. Bennett (5).......ooooosoveome 7,500 58350 65,850

(1) Mr. Marcus E. Jundt, our Chairman of the Board, President and Chief Executive Officer, is not included in
this table as he is an employee of the Company and thus receives no compensation for his’services as-a
. director. The compensation received by Mr. Jundt as an employee of our company is shown in the Summary
Compensatmn Table on page9 R cot

"A'J')"-. Fey St ‘1“ LI ) ’ -

(2) ‘Reflects the dollar amount recognlzed for financial statement reportlng purposes for the fiscal year ended
rop December 31, 2006 in accordance- with- SFAS s123R As of December. 31, 2006, each director has the
B followmg number of options outstandmg Mark L Bartholomay (10 000) Kent D Carlson (10 000);
Richard 1., Hauser ,(14,800); Doug]as G, Hrpsklnd (18 000) W.. Kirk PatterSOn (16 400) and Anthony L.

. Winczewski (14800). . st o g b e ,

.

3y _ Mr Bartholomay was appomted Chairman of the Alldlt Commlttee dunng July 2006 APEP
’ . o, il ' R o 1

,(‘4)'. Mr Carlson Jomed the Board of blrectors during August 2006 W

(5} Mr. Bennett resigned from the Board of Ditectors during Tuly 2006'. Mot o T e

EE L R T I AP T SRR S LA I R T
i i e e IR FR [ Ho S N
' ey e el R VI BT PR ) 1 ot 4 ¥ "
ca d [ N I T Yot Vg 4 - .
.
- T T SO R o T O R A RS BCIR UL R
. ¥ ¥ .T LRI ! ! LI VRL IS Y A . ...'r,"‘ o . -
I y IR sl R T L N Y V. R TR 11 (/L I B A G R S .
R g Ceecion o TRt B P 17 ST SN P
P Y P GENE CO TR L1 ETR N R L2 L L
i : T I L R B e I NN AT TIPA Tl L o
Tita L A [
. :
el R A S B L T S A e
TS R T TE B L 18 2 ORI LI i L T EPRPPURE N
o T L PO AT AT\ VR ST (f PR B C S SR R
I P A : RN T T N N A | L o T N e
A aoow, B TS S I PR A e Lol L
e T I B L BT TR T S T S
: =k e T L T 1 1 VT2 ¢ 7 UL oo o
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EQUITY COMPENSATION PLAN INFORMATION

The following table sets forth information with respect to our common stock that may be issued upon the
exercise of stock options under our stock option plans and under our Employee Stock Purchase Plan as of December.
31, 2006.

(¢) Number of Securities

. ' Remaining Available for
(a) Number of Securities to ' (b) Weighted Average Future Issuance Under Equity

- be Issued Upon Exercise of Exercise Price of Compensation Plans
Outstanding Options, Outstanding Options, . (Excluding Securities
Plan Category . Warrants, and Rights ‘Warrants, and Righis Reflected in Column (a})
Equity Compensation Plans Approved by . A .
Stockholders ... cevieresie v e, ) 631,589 3 10.65 304,874
Equity Compensatlon Plans Not Approved wr ’ . ) .
by Stockholders .. . - L — $ — —
* . . . N o
Total — 631,580 S 1068 304874
i LI ‘. f + .o
2002 Stock Plan : - " ; -

Durmg November 2002, our Board of Dlrectors adopted and the stockholders approved the Kona Grill, Inc.

2002 Stock Plan. During January 2005, our Board of Directors adopted, and our stockholders approved, an
amendment to the 2002 Plan. The 2002 Plan provndes for the grant of incentive and nonqualified stock options io
aéquite our common stock, the direct grant of common stock ‘or restricted stock units, the grant of stock appreciation
rights, or SARs, and the grant of other cash awards to key personnel, directors, adwsors, consultants, and others
providing valuable services to our company. The purpose of the 2002 Plan is to promote the interests of our
company and our stockholders by providing such individuals with an opportunity to acquire a proprietary interest in
our company and receive competitive performance-related incentives so as to develop a stronger incentive to put
forth maximum effort for the continued success and growth of our company. We believe that the 2002 Plan
represents an important factor in attracting and retaining qualified personnel. Upon approval by our stockholders of
our 2005 Plan described below, we discontinued grants of awards under our 2002 Plan.. :

Awards or portions of awards that terminate, expire, or are otherwise forfeited will again be available for
further awards under the 2005 Plan. As of December 31, 2006, options to purchase 254,589 shares of common
stock were outstanding under the 2002 Plan, 135,726 shares of common stock had been issued upon exercise of
options granted under the 2002 Plan, and there were no shares of common stock remaining available for grant under
the 2002 Plan. : ‘

The power to administer the 2002 Plan rests exclusively with our Board of Directors or a committee
consisting of two or more non-employee directors who are appointed by the Board of Directors. The committee has
the power to determine the timing and recipients of awards, the form and amount of each award, and the terms and
conditions for the grant or exercise. The committee may delegate its authority under the 2002 Plan to one or more
officers of our company for purpeses of granting and administering awards to persons other than executive officers.
The Board of Directors determines the granting of awards, and the terms, conditions, andeligibility of suich awards
with respect to non-employee directors. :

In the event of a fundamental change of our company, which means a merger or consolidation of our
company with or into any other corporation, regardless of whether our company is the surviving corporation, a sale
of substantially all of the assets of our company, a statutory share exchange involving our capital stock, or a
dissolution or liquidation of our company, the committeé may make appropriate provision for the protection of the
outstanding options and SARs by substitution of options, SARs, and appropriate voting common stock’of the
corporation surviving any merger or consolidation in lieu of options, SARs, and capital stock of our company. At
least 30 days prior to the occurrence of the fundamental change, our Board of Directors will declare and notify each
holder of an option or SAR whether each option or SAR will be cancelled at the time of or immediately prior to the
fundamental change in exchange for an equivalent cash payment. At such time, each option and SAR will become
immediately exercisable in full and each person holding an option or SAR will have the right to exercise the option
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or SAR in whole or in part. If declared, each unexercised option or SAR remaining outstanding prior.to the
fundamental change will be canceiled.

~ The 2002 Plan will remain in effect until all shares subject to it are distributed, or until all awards have
expired or lapsed, or until otherwise terminated- by our Board of Directors. The plan is not intended to be the
exclusive means by which we may issue options or warrants to’ acquire our common stock, stock awards, or any
other type of-award. To the extent permitted by applicable law and NASDAQ requirements, we may issue any other
options, warrants, or awards other than pursuant to the 2002 Plan with or without stockholder approval. !

2005 Stock Award Plan o R

During June 20035, our Board of Directors adopted our 2005 Stock Award Plan, or 2005 Plan, and the 2005
Plan was approved by our stockholders during July 2005. As of December 31, 2006, there were 377,000 options
outstanding under the 2005 Plan, 15,250 shares of common stock issued upon exerc:se of awards granted under
these plans and-117, 435 shares remammg available for grant - T oo M TP

LA !'. e * R ety

Background and Purpose : I e

The terms of the plan provide for grants of stock opt10ns stock appreciation rights, restricted stock,
deferred stock, bonus stock, dividend equivalents, other stock related awards and performance awards that may be
settled in cash, stock, or other property.

L

The purpose of the 2005 Plan is to assist us in aftracting, motivating, retaining, and rewarding high-quality
executives and other employees, officers, directors, and consultants by enabling such persons to acquire or increase
a proprietary interest.in our company in order to strengthen the mutuality of interests between such persons and our
stockholders, and providing such persons with-'annual and long “term performance 1ncent1ves to expend their
maximum efforts in the creatlon of stockholder value : _ : : o e
General Terms of the 2005 Plan; Shares Ava:lab!e for Issuance e S o e

The 2005 Plan provides for the granting of awards in the form of incentive stock options, nonquallﬁed
stock options, stock appreciation rights, shares of restricted common stock, bonus stock in lieu of obligations; or
other stock-based awards to employees, directors, and independent contractors who provide valuable services to’our
company. The total number of shares of our common stock that may be subject to awards under the 2005 Plan-is
equal to 250,000 shares, plus (i) the number of shares with respect to which awards previously granted under the
2002 Plan that terminate without the issuance of the shares or where the shares are forfeited or repurchased; (i) any
shares available for grant in the share reserve of the 2002 Plan as of July 18, 2005, the date the 2005 Plan was
approved by the stockholders; (iii) with respect to awards granted under the plans, the number of shares which are
not issued as a result of the award being settled for-cash or otherwise not issued in connection with the exercise or
payment of the award; and (iv) the number of shares that are surrendered or withheld in payment of the exercise
price of any award or any tax withholding requirements in connection with any award granted under the existing
plans. 'If any award previously granted under the 2005 Plan is forfeited, terminated, canceled, surrendered, does not
vest, or expires without having been exercised in full, stock not issued under such award will again be available for
grant for purposes of the 2005 Plan. If any change is made in the stock subject to the 2005 Plan,”or subject to any
award granted under the ‘2005 Plan (through consolidation, spin-off, recapitalization, stock dividend, rsplit-up,
combination of shares, exchange of shares, ot otherwise), the 2005 Plan provides that appropriate adjustments will
be made as to the aggregate number and type of shares available for awards, the maximum number and type‘of
shares that may be subject to awards to any individual, the number and type of shares covered by each outstanding
award, the exercise price grant price, or purchase price relating to any award, and any other aspect of‘ any award that
the Board of Dlrectors or Compensanon Comm1ttee determlnes appropnate . I T
The 2005 Plan prov1des that it is not intended to be the exclusive means by which we may issue options to
acquite our common stock or any other type of award. To the extent permitted by applicable law and the rules and
regutations of the NASDAQ Globai Market, we may | issue other options, warrants, or awards other than pursuant to
the 2005 Plan without stockholder approval. S A s

L)
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Limitations on Awards -« R .- .o .o , N

In the event that a dividend or other distribution (whether in cash, shares of our common stock, or other
property), recapitalization, forward or reverse split, reorganization, merger, consolidation, spin-off, combination,
repurchase, share exchange, or other similar corporate; transaction or event affects our common stock so that an
adjustment is appropriate.in order to prevent dilution or enlargement .of the rights of participants, the,plan
administrator is authorized to substitute, exchange, or adjust any or all of (1) the number and kind of shares.that may
be delivered under the plan, (2) the per person limitations described in the -preceding paragraph, and (3)-all
outstanding awards, including adjustments to exercise prices of options and other affected terms of awards. The plan
administrator is authorized to adjust performance conditions and other terms of awards in response to these kinds, of
events or in response to changes in applicable laws, regulations, or accounting principles:

> [ N R - , . .
. ' . . . o

Elxgzbrhtyr . R T . L o o "
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" The persons ehglble to receive awards under. the plan consist of dlrectors ofﬁcers employees and
independent contractors of our company and those of our affiliates. However, incentive stock options may be
granted under the plan only to our employees, including officers, and those of our affiliates. An employee on leave
of absence may be consndered as still in our employ or in the employ of an affiliate for purposes of eligibility under
theplan, ,,; .. o, S g » o . e
' SHVET AT S ) T R .t . . : : - P’ -
Admmzsrranon : . . Co

v, . Our Board of:Directors is responsible for the administration of the plan and.has delegated certain
administrative responsibilities of the plan to the Compensation Committee, The Board of Directors administers the
plan with respect to our, senior officers. Together, our Board of. D:rectors and the Compensatlon Committee-are
referred-to as the plan administrator. The Compensation Committee members must be “non-employee directors” as
defined by Rule 16b-3 of the Securities Exchange Act, “outside directors” for purposes of Section 162(m), and
independent as defined by Nasdaq or any other national securities exchange on which any of our securities may be
listed for trading in the future. Subject to the terms of the plan, the plan administrator is authorized to select eligible
persons to receive awards, determine the type and number of awards to be granted and the number of shares of our
common stock to which, awards will relate, specify times at which awards-will be exercisable or may be settled
(including performance conditions that may be required as a condition thereof), set other terms and conditions.of
awards, prescribe forms of award agreements, interpret and specify rules and regulations relatmg to the plan,.and
make all other determinations that may be necessary or advisable for the admmlstratron oftheplan. = .. .

[ LT , ! ' [ ' e : .

Stock Opnons and Smck Appreaanon Rtghts L .o . A
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R The plan. admmlstrator is authorlzed to grant stock options, mcludmg both incentive-stock optlons which
we refer to as 180s, and nonqualified stock options. In addition, the plan administrator is authorized to-grant stock
appreciation rights, which entitle the participant to receive the appreciation in our common stock between the grant
date and-the exercise date of a stock apprematlon right., The plan administrator determines the exercise-price per
share subject to an option and the grant price of a stock appreciation right- However, the per share exercise price of
an ISO and-the per share.grant price of a stock appreciation right must not be less than-the fair market value of a
share of our common stock on the grant date and the per share exercise price of an ISO must not be less than 100%
of the fair'market value of a.share of our commen stock on the grant date. The plan-administrator generally will fix
the maximum .term of each option or stock appreciation right, the times at which each stock option or stock
appreciation right -will be exercisable, and provisions requiring forfeiture of unexercised stock options or stock
appreciation rights-on or, following termination of employment or service, except that no stock option or stock
apprec:ahon right may have a term exceeding 10 years. Stock options may be.exercised by payment of the exercise
price in cash, shares that have been held for.at least six months (or that the plan administrator, otherwise determines
will not cause us a financial accounting charge), and outstanding awards or other property having a fair market value
equal to the exercise price, as the plan administrator may determine from time to time. The plan administrator
determines.methods of exercise_ and settlement and other-terms of the stock appreciation rights. Stock appreciation
rights under:the plan may include “limited stock appreciation rights” exercisable for a stated period of time after we
experience a change in control or upon the occurrence of some other event specified by the plan administrator, as
discussed below.
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' * " The plan admmlstrator is- authorlzed to grant restricted stock and deferred stock. Restricted stock is a grant
of shares of our common stock, which may not be sold or disposed of and which may be forfeited in the event of
certain terminations of employment or service, prior to the end of a restricted period specified by the plan
-administrator. A participant granted restricted stock generally has all of the-rights of.one of our stockholders, unless
otherwise determined by the plan administrator. An award: of deferred:stock.confers upon a participant the right to
‘receive shares -of our common stock at the end of aspecified deferral -period, andiinay be subject'to possible
forfeiture of the award.in the event of certain terminations  of employment.prior:to the end of a specified restricted
period. Prior to settlement, an award of deferred stock carries no voting or dividend rights or other rights assocxated
with share ownersh1p, although dividend equwalents may ‘be granted; as discussed below. { .
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Diwdenqumvalents co R L SR e e a

Theé. plan administrator- is: authorized to grant dividend equivalents conferring on’ participants the right to
receive, currently or-on-a deferred basis, cash, shares of.our common stock, other.awards, or other property equal in
value to dividends paid on a specific number-of shares of our-common stock or other periodic payments. Dividend
equivalents may be granted alone-or in connection with another award, may be paid currently or on a deferred basis
and, if deferred, may be:déemed- to.have been reinvested in addmonal shares of our common -stock, awards, or

otherw1se as speCIf'ed by the plan administrator. ... UH f L moeE g ¢ T
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Bonus Stock andAwards in Liew of Cash' Ob!tganons e St Sl T e
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. The plan administrator is authorized to grant shares of our common stock as a bonus free of restnctlons for

services performed for us or to grant shares of our common stock or other awards in'liew'of our obligations to pay

cash-under the plan ‘or other plans or compensatory arrangements subject to such terms as the’ plan admmlstrator

rnayspec1fy Y \ P e R LRI .
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Federal Income Tax Consequeénces- owaards U UL . Cotal T

The information set forth below is a summary only and does not purport to be complete. In addition, the
information is based upon current federal income tax rules, and therefore is subject to change when those rules
change. Moreover, because the tax consequences to any recipient may depend on his particular situation, each
recipient should consult the recipient’s tax-adviser regarding the federal, state, local; and other tax consequences of

.the grant or exercise of an-award or the dispositionof stock acquired as a result of'an award: The plan is not
qualified under the provisions of Section 401 (a) of the Code and 1s not subject to any of the prowsnons of the
Employee Renrement Income Secunty Act of 1974 S ’

- N . 1

‘Nonquahf ed Stock’ Opnons ’ Tt s ' :
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Generally, there is no taxation upon the prant of a nonquahﬁed stock option. On eXercise, an opt10nee will
recognize ordinary income equal to the excess, if any, of the fair market value on the date of exercise of the stock
over the exercise price. If the optionee is our employeé or an employee of an affiliate, that inconie will be subject to
w1thho]dmg tax. The optlonee s tax basis in those shares will be equal to their fair market value on the date of
exercise of the optlon and the optionee ] cap1tal gam holdmg period for those shares w1ll begm on that date
P L ’ v RE RN | ' ..

Subj ect to the requirement of reasonableness, the provisions of Section 162(m), and the satisfaction of a tax
reporting obligation, we will generally be entltled to a tax deducuon equal to the taxable ordinary income reahzed by
the optionee: - S L .

AR FEE A oo s o T : B S . A o foe

Incentive Stock Options S :
The plan provides for the grant of stock options that qualify as “incentive stock options,” which we refer to

as [50s, as defined in Section 422 of the Code. Under the Code, an optionee generally is not subject to ordinary
income tax upon the grant or exercise of an ISQ. In addition, if the optionee holds a share received on exercise of an
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ISO for at least two years from the date the option was granted and at least one year, from the date the option was
exercised, which we refer to as the Required Holding Period, the difference, if any, between the amount realized on
a sale or other taxable disposition of that share and the holder’s tax basis in that share will be long-ten'n capital gain
or loss. : : ‘ .
o . ) ’ . ! . ) " . .

- If, however, an optionee disposes of a share acquired on exercise of an [SO before the end of the Required
Holding Period, which we refer to as-a Disqualifying Disposition, the optionee generally will recognize ordinary

-income in the year of the Disqualifying Disposition equal to the excess, if any, of the fair market value of the share

on- the date the, ISO .was exercised over the exercise price. However,. if the sales proceeds are less than the.fair
market value of the share on the date-of exercise of the option, the amount of ordinary income recognized by the
optionee will not excéed the gain, if any, realized:on the sale. If the amount realized on a Disqualifying Disposition
exceeds the fair market value of the share on the date of exercise of the option, that excess will be short-term or
long-term capital gain, depending on whether the holding period for the share exceeds one year.

For purposes of the alternative minimum tax; the amount by which the fair market value of'a share of stock
acquired on exercise of an [SO exceeds the exercise price of that option generally will be an adjustment included in
the optionee’s alternative minimum taxable income for the year in which the option is exercised. If, however, there
is a Disqualifying Disposition of the share in the year.in which the option is exercised, ‘there will be no adjustment
for alternative minimum tax purposes with respect to that share. If there is a-Disqualifying Disposition in a later
year, no income with respect to the Disqualifying Disposition will be included in the optionee’s alternative
minimum taxable income for that year. In computing alternative minimum taxable income, the tax basis of a share
acquired on exercise of an 1SO is increased by the amount of the adjustment taken into account with respect to that
share for alternative minimum tax purposes in the year the option is exercised.

' ' . . ! . - .

We are not allowed an income tax deduction with respect to the grant or.exercise of an ISO or the

disposition of a share acquired on exercise of an ISO after the Requlred Holding Period. However, if there is a

Disqualifying Disposition of a share, we are allowed a deduction in an amount equal to the ordinary income
includible in income by the optionee, provided that amount constitutes an ordinary and necessary business expense
for us and is reasonable in amount, and either the employee includes that amount in income or we timely satisfy our
reporting requirements with respect to that amount.

Stock Awards I ’ : S o . . . '

=
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_Generally, the recipient of a stock award will recognize ordinary compensation income at the time the stock

is received equal to the excess, if any, of the fair market value of the stock received over any amount paid by.the,

recipient in exchange for the stock. If, however, the stock is not vested when it is received (for example, if the
employee is required to work for a period of time in order to have the right to sell the stock), the recipient generally
will not recognize income until the stock becomes vested, at which time the recipient will recognize ordinary
compensation income equal to the excess, if any, of the fair market value of the stock on the date it becomes vested
over any amount paid by the recipient in exchange for the stock. A recipient may, however, file an election with the
Internal Revenue Service, within 30 days of his or her receipt of the stock award, to recognize ordinary
compensation income, as of the date the recipient,receives the award, equal to the excess, if any,, of the fair market
value of the stock on the date the award is granted over any amount paid by the recipient in exchange for the stock.

The recipient’s basis for the determination of gain or loss upon the subsequent disposition of shares
acquired as stock awards will be the amount paid for such shares plus any ordmary income recognized either when
the stock is received or when the stock becomes vested.

. . [ . ' t

Subject to the requirement of reasonableness, the provisions of Section 162(m), and the satisfaction of a tax
reporting obligation, we will generally be entitled to a tax deduction equal to the taxable ordinary income realized by
the recipient of the stock award. o
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Srock Appreczanon Rightsi oL o

- We may grant 'stock appreciation rights separate from any other award whlch we refer to as stand- alone
stock appreciation rights, or in tandem with options, which we refer to as tandem stock appremanon rights, under the
plan o , e : o .

. With respect to stand-alone stock appreciation rights, if the recipient receives the appreciation inherent in
the stock appreciation rights in cash, the cash will be taxabte as ordinary compensation income to the recipient at the
time that the cash is received. If the recipient receives the appreciation inherent in the stock appreciation rights in
shares of stock, the recipient will recognize ordinary compensation income equat to the excess of the fair market

value of the stock on the day it is received over any amounts paid by the recipient for the stock.

+

! [ T

With respect to tandem stock appreciation rights, if the recipient elects to surrender the underlying option in
exchange for cash or shares of stock equal to the appreciation inherent in the underlying option, .the tax
conseguences to the recipient will be the same as discussed above relating to the stand-alone stock appreciation
rights, if the recipient elects to exercise the underlying option, the'recipient will be taxed at the time of exercise as if
he or she had exercised a nonqualified stock option (discussed above): « 4 R . "

. . ' ' L A :
Sub_]ect to the requirement of reasonableness, the provisions of Section 162(m), and the sansfactton of a tax
reporting obligation, we will generally be entitled to a tax deductlon equal to the taxable ordinary income reallzed by
the rec:lplent of the stock apprec1atlon right. -~ | : Lo T | ~

thdend Equrvalems A .

Generally, the recipient of a dividend equivalent award will recognize ordinary compensation income at the
time the dividend equivalent award is received equal to the fair.market -value dividend equivalent award received.
Subject-to the requirement 'of reasonableness, the, provisions of ‘Section 162(m), and the satisfaction- of a tax
reporting obligation, we will generally be entitled to a tax deduction equal to the taxable ordinary income realized by
the recipient of the dividend equivalent.

Section 162 Limitations

Section. 162(m) denies a deduction to any publicly held corfporation for compensation paid to certain
“covered employees” in a taxable year to the extent ‘that compensation to such covered employee exceeds §$1
million: 1t :is possible that compensation attributable to stock awards, when combined- with all -other types of
compensation received by a covered employee from us, may cause this limitation to be exceeded in any particular
year. For purposes of Section 162(m), the term “covered employee” means our Chief Executive Officer and our four
hlghest compensated officers as of the end of'a taxable year as dlsclosed in our filings with the SEC,

P Certam kmds of compensatlon,-mcludmg qualified ! performance based” compensation, are dlsregarded for
purposes of the Section 162 {m) deduction limitation. In accordance with Treasury regulations issued under Section
162(m), compensation attributable to certain stock awards will qualify as performance-based compensation if the
award is granted by a comrittee of the Board of Directors consisting solely of “outside directors™ and the stock
award is granted (or exercisable} only upon the achievement (as certified in writing by the committee) of an
objective performance goal-established in writing by the committee while the outcome is substantially uncertain, and
the material terms of the plan under which the award is granted is approved by stockholders. A stock option or stock
appreciation right may be considered “performance-based” compensation as described in the previous sentence or
by meeting the, following requirements: the incentive.compensation plan contains a per-employee limitation on the
number of shares for which stock options and stock appreciation rights may be granted during a specified period, the
material terms of the plan are approved by the stockholders, and the,exercise price of the option or right is no less
than the fair market value of the stock on the date of grant.

The regulations under Section 162(m) require that the directors who serve as members of the committee

must be “outside directors.” The plan provides that directors serving on the committee must be *outside directors”
within the meaning-of Section 162(my}., This limitation would exclude from the committee directors: who are (i) our
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current employees or those of one of our affiliates, (ii) our former employees or those of one of our affiliates-who
receive compensation for past services (other than benefits under a tax-qualified pension plan), (iii) our current and
former officers or.those of one of our affiliates, (iv) directors currently receiving direct or indirect remuneration
from us or one of our affiliates in any -capacity. other than as a director, and (v) any other person who is not
otherwise considered an “outside director” for purposes of Section 162(m). The definition of an “outside director”
under Section 162(m) is generally narrower than the definition of a “non-employee director” under Rule 16b 3 of
the Exchange Act : e . . " ‘ ‘
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2005 Employee Stock Purchase Plan b

We adopted our 2005 Employee Stock Purchase Plan, or ESPP durmg June 2005 and our stockholders
approved the ESPP during July 2005.

. N ’ t

Prmc.rpal Reasons ﬁ)r the Plan; General Terms .+ 2 : : ' : o

The purpose of the ESPP is to provrde a means by which our employees may be given an opportumty to
purchase shares of common stock through payroll deductions, to assist us in retaining the services of our employees;
to secure and retain the services of new employees, and to provnde incentives for such persons to exert maximum
eﬂ"orts for our success.. S - -

The nghts to purchase common stock gramed under the ESPP are intended to qualify as optlons lssued
under an “employee stock purchase plan” as that term is defined in Section 423(b) of the Intemal Revenue Code of

1986, as amended, or the Code. .

.. We have reserved for issuance--210,596 shares of common stock under the ESPP. Many of our
approximately 1,800 employees are eligible to participate in the ESPP, as described below. As of December 31,
2006, there were 23, 157 shares of comrnon stock 1ssued under the ESPP and 187 439 shares remaining avartab]e for

issuance. ~ RN [ ' : . A

L . -
r [ I ' o

" Administration

Our Board of Directors administers the ESPP and has the final power to construe and interpret both the
ESPP and the rights granted under it. Our'Board of Directors has the power, subject to the provisions of the ESPP,
to determine when and how rights to purchase common stock will be granted, the provisions of each offering of such
rights (which need not be ldentlcal), and whether employees of our company will be eligible to participate m the
ESPP. - . L A
ik . : Gt . peyo ' ta ' . I
The Board has the power to delegate administration of the ESPP .to a committee composed ‘of not fewer
than one member of the Board of Directors, which we expect to be the Compensation Committee. As used herein
with respect to the ESPP the “Board” refers to any committee the Board of Dlrectors appoints or to the Board of
Dlrectors : . . . Lo oo LTt s
Stock Subject to ESPP * A P O P
' I A ’ ! o : T 4
Ongmally, an aggregate of 125,000 shares of common stock was reserved: for issuance under the ESPP,
SUbjCCI to annual increases equal to the lesser of (a) 1.5% of the shares of our common stock outstanding on the first
day of the fiscal year, ot (b) 100,000 shares of common stock. As a result, as of January i, 2007, an aggregate of
298,310 shares of common stock were reserved for issuance under-the ESPP. If rights granted under’the’ ESPP
expire,- lapse or otherwise terminate without being exerclsed the shares of common stock not purchased under such
rights again become available for i issuance under the ESPP. e v , - R
. . o, fy 3 oA - ' IR _.,“‘ - .
Oﬁ”ermgs
N . . - . ' ' R T '
- ‘The ESPP is implemented by oﬁ"ermgs of rights to all ehglble employees from time to time by the Board:
The fnaximum length for an offering under the plan is 27 months. A participant with more than one purchase right
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outstanding will be deemed to fully exercise the purchase right with a lower exercise price (or an earlier-granted
date if the rights have the same exercise price), unless otherwise mdlcated by the partlelpam .

Ehg:b:lxty‘

Any person who is customanly employed by us at least 20 hours per week and five months per calendar
year on the first day of an offering is eligible to participate in that offering, provided such person has been employed
by us for a petiod determined by the Board, such period not to exceed two years. .- Officers of our company may be
eligible to participate in the ESPP, however, the Board may provide that “h1ghly compensated” employees are not
ellglble 1o partlmpate in the ESPP. - : I . . .

However no employee is- ellg1ble to participate’in the ESPP 1f 1mmed1ately aﬁer the grant of purchase
rights, the employee would own, directly or indirectly, stock representing 5% or. more of the.total combined voting
power or value of all classes of stock of our company (including any stock which such employee may purchase
under all outstanding rights and options). In addition, no employee may purchase shares of our common stock
worth more than $25,000 (determined as the fair market value of the shares at the time such rights are gramed) under
all of our employee stock purchase plans in any calendar year. The ESPP is the only employee stock purchase plan
adopted by the Board. oy

Participation in .rhe Plan

'Eligible employees enroll in the ESPP by delivering to us, prior to the date selected by the Board as the
offering date for the offering, an agreement authorizing payroll deductions dunng the offermg, not to exceed fifieen
percent {15%) of such employees ellglble earnings dunng the offering period. . . T

f’urchase Price oo . ’ o . ~ e B .

The purchase price per share at which shares of common stock are sold in an offering under the ESPP will
not be less than 95% of the fair market value of one share of common stock on the last day of the applicable offering
period.

cae T . I t . Lot . re EE oy
Payment of Purchase Price; Payroll Deductions o St T
The purchase price of the shares is accumulated by payroll deductions during the offering period. 1 At any
time during the offering; a participant may reduce, increase, or terminate his or her payroll deductions as the Board
provides in the offering. All payroll deductions made for a participant are credited to his or her account under the
ESPP and deposited with the general funds of our company. To the extent specnﬁcally prowded in.the offermg,

participant. may make additional payments into such account. ... - e B
Purjchase of Stock . e e

By executing an agreement to participate in the ESPP, the employee is entitled to purchase shares under the
ESPP. In connection with offerings made under the ESPP, the Board specifies a maximum number of shares of
common stock an employee may be granted the right to purchase and the maximum aggregate number of shares of
common stock that may be purchased pursuant to such offering by all participants, 1f the aggregate number of shares
to be purchased upon exercise. of rights granted in the offering would exceed the maximum aggregate number of
shares.of common stock- available, the Board would make a pro rata allocation of available shares in-a uniform and
equltable manner. Unless the employee s participation is discontinued, his or her nght to purchase shares is
exercised automatically on each purchase date during an offering at the applicable price. R TR

Wrthdrawal'

s

While each part1c1pant in the ESPP is reqmred to sign an agreement authorizing payroll deductlons the,

participant may withdraw from a given offering by termmatmg his or her payroll deductions and by delivering to us
a notice of withdrawal from the ESPP. e
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Upon- any withdrawal from an offering- by the employee, we will distribute to the employee his. or her
accumulated payroll deductions without interest, less any accumulated deductions previously applied to the purchase
of shares of common stock on the employee’s behalf during such offering, and such employee’s interest in the
offering will be automatically terminated. The employee is not entitled to again participate in that- offering.
However, an employee’s withdrawal from an offering will not have any effect upon such emp]oyee s eligibility to
part1c1pate in subsequent offenngs under the ESPP.

&

Termination of Employmenr or other Lack of Ehg:bzhty

nghts granted pursuant to any offenng under the ESPP terminate lmmedlately upon cessation of an
employee’s employment for any reason or no reason (subject to any post-employment participation period required
by law) or other lack of eligibility for any reason, and we will distribute to such employee all of his or her
accumulated payroll deductions, without interest, less any accumulated deductions previously applled to the
purchase of shares of common stock on the employee s behalf durmg such offermg

[

Restrictions on Transfer . : L

Rights granted under the ESPP are not transferable and may be exercised only by the person to whom such
rights are granted.

Adjustment Provisions
N3 ) .

Transactions not involving receipt-of consideration by us, such as a merger, consolidation, reorganization,
stock dividend, or stock split, may change the type, class, and number of shares of common stock subject to the
ESPP and to outstanding purchase rights. In that event, the ESPP will be appropriately adjusted in the type, class,
and maximum number of shares subject to the ESPP and the outstanding purchase rights granted under the ESPP
will be appropriately adjusted in the type, class, number of shares, and purchase limits of such purchase rights.
s S i f.
Effect of Certain Corporate Transactions

In the event of (i) the sale, lease, license, or other disposition of all or substantially all of our consclidated
assets, (i} the sale or other disposition of at least ninety percent (90%) of our outstanding securities, or (iii) certain
specified types of merger, consolidation, or similar transactions (collectively, “corporate transaction”), any surviving
or acquiring corporation may continue or assume rights outstanding under the ESPP or may substitute similar rights.
If ‘any surviving or acquiring cerporation does not assume such rights or substitute similar rights, then the
participants’ accumulated payroll deductions will be used to purchase shares of common stock within twenty (20)
business days prior to the corporate transaction under the ongoing offering and the participants’ nghts under the
ongoing offering will terminate immediately after such purchase. - ! ot

Duration, Amendment, and Termination

.. The Board may suspend or terminate the ESPP at any time. Unless terminated earlier, the ESPP will
terminate at that time that all of the shares of common stock reserved for issuance under the ESPP as increased or
adjusted from time to time, have been 1ssued under the terms of the ESPP, ' - - - \

The Board may amend the ESPP at any time. Any amendment of the ESPP except amendments relating
solely to (i) benefit the administration of the ESPP, (ii) take account of a change-in legislation, or (iii} exchange
control or regulatory treatment for participants or us, must be approved by the stockholders after its adoption by the
Board if the amendment is necessary for the ESPP to satisfy Sections 423 of the Code or other applicable laws and
regulations.

Rights granted before amendment or termination of the ESPP will not be altered or impaired by any
amendment or termination of the ESPP, except (i) with consent of the employee to whom:such rights were granted;
or (ii) as necessary to comply with any laws or governmental regulations (including, without limitation the
provisions of the Code and the regulations thereunder relating to employee stock purchase plans).
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Federal Income Tax Information -, e ‘ ‘ o

Rights granted under the ESPP are intended to qualify for favorable federal income tax treatment associated
with rights granted under an employec stock purchase plan which quahﬁes under provisions of Sectmn 423 of the
Code. ‘ , . . s . ' :

A participant wﬂl be taxed on amounts wnthheld for the purchase of shares of common stock as if such
amounts were actually received. Other than this, no income will be taxable to a participant until disposition of the
acqu1red shares and the method of taxatlon will depend upon the holding period of the acquired shares.

L]
3

If the stock i§ d1sposed of more than two years after the beginning of the-offering period and more than one
year after the stock is transferred to the participant, then the lesser of (i) the excess of the fair market value of the
stock at the time of such disposition over the exercise price, or (ii) the excess of the fair-market value of the stock as
of the beginning of the offering period over the exercise price (determined as of the beginning of the offering period)
will be treated as ordinary income. Any further gain or any loss will be taxed as a long-term capital gain or loss. At
present, such capital gains generally are subject to lower tax rates than ordinary income.

N ' 1 1 .

If the stock is sold or disposed of before the expiration of either of the holding periods described above,
then the excess of the fair market.value of the stock on the exercise date over the exercise price will be treated as
ordinary income at the time of such disposition. The balance of any gain will be treated as capital gain. Even if the
stock is later disposed of for less than its fair market value on the exercise date, the same amount of ordinary income
is attributed to the participant, and a capital loss is recognized equal to the difference between the sales price and the
fair market value of the stock on such exercise date. Any capltal gain or loss will be short-term or long-term,

T

depending on how long the stock has been held. ' - : e

There are no federal income tax consequences to us by reason of the grant or exercise of rights under the
ESPP. We are entitled to a deduction to the extent amounts are taxed as ordinary income to a pamc1pant (subject to
the requirement of reasonableness and the satisfaction of tax reporting obl1gat|0ns) .

REPORT OF THE AUDIT COMMITTEE

Our Board of Directors has appointed an Audit Committee, consisting of three directors. All of the
members of the committee are “independent” of our company and management, as independence is defined in

“applicable rules of NASDAQ and the SEC.

The purpose of the Audit Committee is to assist the oversight:of our Board of DerCtOI’S in the integrity of
the financial statements of our company, our company’s compliance with legal and regulatory matters, the
independent auditor’s qualifications and independence, and the performance of our company’s independent auditor.
The primary responsibilities of the committee include overseeing our company’s accounting and financial reporting
process and audits of the financial statements of our company on behalf of the Board of Directors.

Management has the primary responsibility for the financial statements and the.reporting process, including
the systems of internal controls: The independent auditor is responsible for auditing the financial statements and
expressing an opinion on the conformity of those audited fmancml statements with generally accepted accountmg
principles. . ‘ :

In- fulfilling its oversight responsibilities, the committee reviewed the audited financial statements with
management and the independent auditor. ‘“The committee discussed with the-independent auditor the matters
required to be discussed by Statement on Auditing' Standards (SAS) No. 61, “Communication with Audit
Committees,” as amended by SAS 89 and SAS 90, and Rule 2-07, “Communication with Audit Commitiees,” of
Regulation §-X. This included a discussion of the auditor’s judgments as to the-quality, not just the acceptability, of
our company’s accounting principles and such other matters as are required to be discussed with the committee
under generalty accepted auditing standards. In addition, the committee received from the independent auditor

-written disclosures and the letter required by Independence Standards Board Standard No. 1. The committee also

L r
o

25




discussed with the independent auditor the auditor’s independence from management and cur company, including
the matters covered by the written disclosures and letter provided by the independent auditor.

The committee discussed with the independent auditor the overall scope and plans for its audit. The
committee met with the independent auditor, with and without management present, to discuss the results of the
examinations, its evaluations of our company, the internal controls, and the overall quallty of the financial reportmg

The committee held five meetmgs during the ﬁscal year ended December 31, 2006.

Based con the reviews and discussions referred to above, the committee recommended to the Board of
Directors, and the Board approved, that the audited financial statements be included in the Annual Report on Form
10-K for the year ended December 31,.2006 for filing with the Securities and Exchange Commission. -

Our Board of Directors has adopted a written charter for the Audit Committee that reflects, among other
things, requirements of the Sarbanes-Oxley Act of 2002, rules adopted by the SEC, and rules of NASDAQ A copy
of the Audit Committee charter is mcluded on our website at www.konagrill. com.

[

The report has been furnished by the Audit Comminee of the Board of Directors.
- - Mark L. Bartholomay, Chairman
Kent D. Carlson
W. Kirk Patterson .

SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

Section 16(a) of the Exchange Act requires our directors, officers, and persons.that own more than 10
percent of a registered class of our company’s equity securities to file reports of ownership and changes in
ownership with the SEC. Officers, directors, and greater than 10% stockholders are required by SEC regulations to
furnish our company with copies of all Section 16(a) forms they file. '

Based solely upon our review of the copies of such forms received by us during the fiscal year ended
December 31, 2006, and written representations that no other reports were required, we believe that each person
who, at any time during such fiscal year, was a director, officer, or beneficial owner of more than 10 percent of our
common stock complied with all Section 16(a) filing requirements during such fiscal year, except for
Mr. Bartholomay, who filed a late Form 3 upon appointment as a director, Mr. Hauser, who filed one late Form 4
relating to the purchase of commeon stock and Messrs. Patterson, Bennett, and Winczewski who each filed one late
Form 4 relating to the grant of stock options.

CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

We recognize that transactions between us and any of our directors or executives can present potential or
actual conflicts of interest and create the appearance that our decisions are based on considerations other than the
best interests of our company and stockholders. Therefore, as a general tatter and in accordance with our Code of
Business Conduct and Ethics, it is our preference to avoid such transactions. Nevertheless, we recognize that there
are situations where such transactions may be in, or may not be inconsistent with, the best interests of our company.
Therefore, we intend 1o adopt a policy which requires our Audit Committee to review and, if appropriate, to approve
or ratify any such transactions. Pursuant to the policy, the committee will review.any transaction in which we are or
will be a participant and the amount involved exceeds $120,000, and in which any of our directors or executives
had, has or will have a direct or indirect material interest. After its review the committee will only approve or ratify
those transactions that are in, or are not inconsistent wn:h the best interests of our company and our stockholders, as
the committee determines in good faith.

During fiscal 2006, we did not enter into, nor is there currently proposed, any transaction or series of similar
transactions to which we were or are to be a party in which the amount involved exceeds $120,000, and in which
any director, executive officer, or holder of more than 5% of any class of voting securities of our company and
members of such persen’s family had or will have a direct or indirect material interest. .
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: PERFORMANCE GRAPH: | i~

The following line graph compares cumulative total stockholder returns for the period from August 16, 2005
through- December 31, 2006 for (1) our .common stock; (2) the NASDAQ-Composite (U.S.} Index; and (3) a
restaurant peer group. We do not believe that an index exists with companies comparable to those of our company.
We have therefore elected to include a peer group consisting of P.F. Chang's China Bistro, Inc.; Cheesecake Factory
Incorporated; McCormick & Schmick's Seafood Restaurants, Inc.; Benihana, Inc.; BJ's Restaurants, Inc.; Granite
City Food & Brewery Ltd.; and J. Alexander's Corporation. The graph assumes an investment of $100 on August
16, 2005, which was the first day on which our stock was listed on the NASDAQ Global Market. The calculations
of cumulative stockholder return for the NASDAQ Composite (U.S.) Index and the restaurant peer group include
reinvestment of dividends, but the calculation of cumulative stockholder return on our common stock does not
include reinvestment of dividends because we did not pay any dividends during the measurement per1od The
performance shown is not necessarily indicative of future performance
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SECURITY OWNERSHIFP OF CERTAIN BENEFICIAL
OWNERS AND MANAGEMENT

The following table sets forth certain information regarding the beneficial ownership of our common stock

on March 16, 2007, except as indicated, by (1) éach director and each named executive officer of our company,
(2) all directors and executive officers of our company asa group, and (3) each person known by us to own more

than 5% of our common stock! ! . Lot
i i ’ . Shares
' ‘ T oy . Beneficially. - o

Name of Beneficial Owner R oo R Owned (1) - - Percent(2) .

Directors and Executive Officers: R : . I "

Marcus E. Jundt (3. et 1,136,531 18 2% .,

Jason J. MEITIT (4) .cuiveiiiecriiericc st ns e s sesa st sene e e e 107,426 1.8%

Mark 8. ROBINOW (5) cvervceie st 80,919 1.4%

Mark L. Bartholomay (6) 10,750 *

Kent D. Carlson (7).ceivircinrnirnsrrenssnensinemsrsessneresnssmssessnsssesssseensissensrns 10,187 S

Richard J. Hauser (8) 589,922 9.7%

Douglas G. HipSKind {9) .vvecerreieeierireeeeeenierccenrenieneneneserenesemnensommensensaes 18,750 *

W. Kirk Patterson (10) ... oottt snes s seenae e 17,150 *

Anthony L. Winczewski (11)....cccoeeeen. et e e s e s e e nae s rraes 15,550 o

All directors and executive officers as a group (9 persons) ......cocevveeveevreenns 1,587,185 24.4%

5% Stockholders: ) )

William Blair & Company, L.L.C. (12) 855,378 14.6%

Kona MN, LLC (13) ..ottt sse e csee s s 400,000 6.6%

Cortina Asset Management, LLC (14).....cccovvnees 364,468 " 6.2%

James R Jundt (15t s 303,333 5.2%

*  Less than one percent.

(1) Except as otherwise indicated, each person named in the table has sole voting and investment power with
respect to all common stock beneficially owned, subject to applicable community property law. Except as
otherwise indicated, each person may be reached as follows: ¢c/o Kona Grill, Inc., 7150 East Camelback Road,
Suite 220, Scottsdale, Arizona 85251. .

(2) The percentages shown are calculated based on 5,860,710 shares of common stock outstanding on March 16,
2007. The numbers and percentages shown include the shares of common stock actually owned as of March
16, 2007 and the shares of common stock that the identified person or group had the right to acquire within 60
days of such date. In calculating the percentage of ownership, all shares of common stock that the identified
person or group had the right to acquire within 60 days of March 16, 2007 upon the exercise of options or
warrants are deemed to be outstanding for the purpose of computing the percentage of the shares of common
stock owned by that person or group, but are not deemed to be outstanding for the purpose of computing the
percentage of the shares of common stock owned by any other person or group.

(3) Mr. Marcus E. Jundt is the son of Mr. James R. Jundt. The number of shares of common stock beneficially
owned by Mr. Jundt includes (a) 10,800 shares held in trust by his children, of which Mr. Marcus Jundt is not
a trustee; (b) 200,000 shares of common stock beneficially owned by Kona MN, LLC, of which Mr. Marcus
Jundt is a contrel person; (c) 200,000 shares of common stock issuable upon exercise of outstanding warrants
held by Kona MN, LLC; and (d) 185,000 shares of common stock issuable upon exercise of vested stock
options. Of such shares, 540,731 shares have been pledged by Mr. Jundt as security for a loan and 200,000
shares have been pledged by Kona MN, LLC as security for a loan. The number of shares of common stock
beneficially owned by Mr. Jundt does not include 303,333 shares held by Mr. James R. Jundt. All shares of
common stock held by Kona MN, LLC are included in the beneficial ownership for both Messrs. Jundt and
Hauser.

(4) Includes 81,250 shares of common stock issuable upon exercise of vested stock options.

(5) Includes 77,339 shares of common stock issuable upon exercise of vested stock options.
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(10)
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(12}

Includes 10,750 shares of common stock issuable upon exercise of vested stock options.

Includes 10,187 shares of common stock issuable upon exercise of vested stock options.

Mr. Hauser is a control person of Kona MN, LLC. The number of shares of common stock beneficially
owned by Mr. Hauser includes (a) 172,666 shares of common stock held by his.spouse; (b) 200,000 shares of
common stock held by Kona MN, LLC; (c) 200,000 shares of common stock issuable .upon exercise of
outstanding warrants héld by Kona MN, LLC; and {d) 15,550 shares of common stock issuable upon exercise.
of vested stock options. Of such shares, 200,000 shares-have been pledged by Kona MN, LLC as security-for
a loan. All shares of common stock held by Kona MN, LLC are mcluded in the beneficial ownershlp for both
Messrs. Jundt and Hauser. . : -

Includes 18,750 shares of common stock issuable upon exercise of vested,stock options. .
Inciudes 17 150 shares of common stock issuable upon exerc1se of vested stock options.”
Includes 15 550 shares of common stock issuable upon exercise of vested stock optrons

Based on the statement on Schedule 13G filed with the Securities and Exchange Commission on January 17,
2007, William Blair & Company, L.L.C. has sole voting and drsposmve power over 855,378 shares of
common stock. The address’of Wiltiam Blair & Company, LL.C: is 222 W Adams Street Chrcago IL

' 60606

(13)

(14)

(15) Mr. James Jundt is the father of Mr. Marcus Jundt and has’ sole votmg and dtsposmve power over all such
‘ shares

Includes 200,000 shares of common stock and 200,000 shares of common stock issuable upon exercise of
outstanding warrants. Of such shares, 200,000 shares have been pledged by Kona MN, LLC as security for a
loan. Mr. Jundt and Mr. Hauser are ‘both control persons of Kona MN, LLC and all shares of common stock
held by Kona MN, LLC are included in the beneficial ownershlp for both Messrs. Jundt and Hauser.

Based on the statement on Schedule 13G filed with the Securities and Exchange Commrssmn on February 15,
2007, Cortina Asset Management LLC, has sole voting power over 198,778 shares of common stock and sole

dispositive power over 364,468 shares of common stock. . The address of Cortina Asset Management, LLC is”

330 East Kilbourn Avenue, Suite 850, Milwaukee, Wisconsin 53202..

&
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PROPOSAL TO AMEND THE 2005 STOCK-AWARD PLAN . - o

Our Board of Directors has’ approved a Srop'ésal to amend the 2005 Plan, subject to approval by our
stockholders, to increase-the maximum number of shares of our common stock available for issuance in-connection,
with awards under the 2005. Plan by 175,000 shares, and to require stockholder approval related to actions that may
be considered option repricing. Qur Board of Directors recommends a vote “for” the proposed amendments to the
Plan. The full text of the proposed amendments to the 2005 Plan is attached as Appendix A to this proxy statement.
The amendments will be effecuve upon approval of the amendments to the 2005 Plan. L

TR R 1 P T Ay ! co S e
Reasons for the Proposed Amendments ' ’ el el

The 2005 Plan is intended to attract, retain; and motivate kéy personnel. The 2005 Plan provides such
individuals with an opportunity to acquire a proprietary interest in our company and thereby align their interests with
the interests of our other stockholders and give them an additional incentive to use their best efforts for the long—
term success of our company. See “Executive Compensatlon — 2005 Stock Award:Plan” for a descnptlon of the
matenaltennsoftheplan L, o R S o e

Currently, there are 44 635 shares of common stock remammg avallable for issuance under the 2005 Plan.
We are not eligible to grant additional awards under the 2002 Plan. Accordingly, during February 2007, our Board
of Directors determined that an increase in the share limitation under the 2005 Plan was necessary (1) to reflect the
growth of our.company, and (2} to_provide a sufficient number of shares to enable us to continue to attract, retain,
and motivate key personnel by making additional grants under the 2005 Plan for the next twelve months If the
2005 Plan is approved the shares available for issuance.under the 2005 Plan will increase to, 219, 635. . Lo

3

As of March 16 2007, there were 509 885 shares authonzed under the 2005 P]an of Wthh 447, 500 shares
are reserved for issuance under outstanding awards, 17,750 shares had been issued upon exércise of options granted
under the 2005 Plan, and 44,635 shares remain available for grant.  The number of*shares authorized for issuance
‘under the -2005 Plan may increase by the- followmg (i) the number of shares with respect to which awards
previously granted under the 2002 Plan that terminate without the issuance of the shares or where the shares are
forfeited or repurchased; (ii) with respect to awards granted under the plans, the, number of shares which are not
issued as a result of the award being settled for cash or otherwise not issued in connection with the exercise or
payment of the award; and (iii) the number of shares that are surrendered or withheld in payment of the exercise
price of any award or any tax withholding requirements in connection with any award granted under the existing
plans.

In addition, we propose to amend the 2005 Plan to require stockholder approval for the plan administrator
to (1) lower the exercise price per share of an option after it is granted, (2) cancel an option when the exercise price
per share exceeds the fair market value of the underlying shares in exchange for another award or cash, or (3) take
any other action with respect to an option that may be treated as a repricing under the federal securities law or
generally accepted accounting principles.

Reasons for and Effect of the Propoesed Amendments

The Board of Directors believes that the approval of the proposed amendments to the 2005 Plan are
necessary to achieve the purposes of the 2005 Plan and to promote the welfare of our company and our stockholders,
In June 2005, the original share limitation {based on 250,000 shares plus additional “rollover” shares from the 2002
Plan) was established under the 2005 Plan. At that time, we had approximately 800 employees, approximately
2.8 million total outstanding shares, including convertible preferred stock and shares issuable under our convertible
subordinated promissory note, and revenues for the six months ended June 30, 2005 of approximately $16.9 million.
Today, we have approximately 1,800 employees, approximately 5.8 million outstanding shares, and revenue in fiscal
2006 of $50.7 million. Looking toward the future, we have limited availability under the current share limitation for
future grants, accordingly, the need for an amendment to increase the limitation on the shares issuable urider‘the
2005 Plan. The Board of Directors believes that the proposed amendment to the 2005 Plan will aid our company in
attracting and retaining directors, officers, and key employees, and motivating such persons to exert their best efforts
on behalf of our company. In addition, we expect that the proposed amendment will further strengthen the identity
of interests of the directors, officers, and key employees with that of the stockholders,
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The Board of Directors believes that amending the 2005 Plan to require stockholder approval for any
actions that may be ‘considered option repricing is prudent in light of the general disfavor by stockholders of such
transactions and thé current enwronmem regardmg stock option’ mvesuganons by the Securities and Exchange
Commlssmn & S ‘ . " S

[ .- “ . DY v 7 Sk

Approval by Stockhotders of the Proposed Amendments o - . O N

. Approval of the proposed amendments to our 2005:Plan will require the affirmative vote of the holders of a
majority of the shares of our common stock present in person or by proxy. The amendments will be effective upon
approval by our stockholders of the amendments to the 2005 Plan. .In the event that the amendmentsito the 2005
Plan are.not approved by the stockholders, we will not have sufficient ability to grant options to retain, motivate, and
attract new and existing directors, officers, and key employees. Any options outstanding under the 2005 Plan prior
to the amendments will remain valid and unchanged.

) ea

RATIFICATION OF-APPOINTMENT OF INDEPENDENT AUDITORS -
H .. S

The f'lrm of Ermst & Young LLP an mdependem reglstered public accoummg ﬁrm has audltedt the
financial statements of our company for the fiscal years ended December 31, 2005 and 2006. We have appointed
Ernst & Young LLP to audit our consolidated financial statements for the fiscal year ending December 31, 2007 and
recommend that the stockholders vote in favor of the ratification of such appointment. In the event of a negative
vote on such ratification, the Board of Directors will reconsider its selection. The Board of Directors anticipates that
representatives of Ernst & Young LLP will be present at the meeting, will have the opportunity to make a statement
if they desire, and will be available to respond to appropriate questions.

Aggregate fees billed to our company for the fiscal years ended December 31, 2005 and 2006 by Ernst &
Young LLP, are as follows:

Fiscal 2005 Fiscal 2006

AUdit Fees (1) $ 144,950 ¥ 206,679
Audit-Related Fees (2) ..o s s 452,600 12,500

Tax Fees (3. seesessvcnes -- -

AN Other Fees ..o - --

TOD oo $ 597,550 219,1

() Represents fees associated with the annual audits, reviews of our quarterly reports on Form 10-Q,

assistance with the review of documents filed with the SEC, and accounting consultations.

(2) Represents fees associated with our initial public offering (fiscal 2005), and review of our
documentation of internal control policies and procedures over financial reporting.

3) Represents fees associated with assistance in tax compliance and tax-related consultation.
Audit Committee Pre-Approval Policies

The charter of our Audit Committee provides that the duties and responsibilities of our Audit Committee
inctude the approval in advance of any significant audit or non-audit engagement or relationship with the
independent auditor, and other services permitted by law or applicable SEC regulations (including fee and cost
ranges) to be performed by our independent auditor. All of the services provided by Emst & Young LLP described
above under the captions “Audit-Related Fees,” “Tax Fees,” and “All Other Fees” were approved by our Audit
Committee pursuant to our Audit Committee’s pre-approval policies.
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DEADLINE FOR RECEIPT OF STOCKHOLDER PROPOSALS

-1 . . - . ! .

-Any stockholder that wishes-to present any,proposal for stockholder action at our annual meeting of
stockholders to be held in 2008 must.notify-us at our principal offices no later than November 28, 2007 in order for
the proposal to be included in our proxy statement and form of proxy relating to that meeting. Under our bylaws,

stockholders must follow certain procedures to nominate persons for election as director or to introduce an item of

business at an annual meeting of stockholders.

Pursuant to Rule 14a-4 under the Exchange Act, we intend to retain discretionary authority to vote proxies
with respect to stockholder proposals for which the propenent does not seek inclusion of the proposed matter.in our
proxy statement for the annual meeting to be held during calendar 2008, except in circumstances where (i) we
receive notice of the proposed matter no later than February 11, 2008 and (u) the proponent, comphes with the other
requirements set forth in Rule’ 14a-4. . . . it

4 i - o

OTHER MATTERS

We know of no other matters to be'submitted to the meeting. If any other matters properly come before the
meeting, it is the intention of the persons named in the enclosed proxy card to vote the shares they represent as our
Board of Directors may recommend. . . v :

Dated: March 19, 2007 _ Co . -

.t
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APPENDIX A

FIRST AMENDMENT TO
KONA GRILL, INC.
2005 STOCK AWARD PLAN

THIS FIRST AMENDMENT to the Kona Grill, Inc. 2005 Stock Award Plan (this "Amendment™) is entered

into as of February 6, 2007, by Keona Grill, Inc., a Delaware corporation (the "Company™).

RECITALS
A. The Company adopted the Kona Grill, Inc. 2005 Stock Award Plan effective as of June 30, 2005
(the "Plan™).
B. Section 10(e) of the Plan provides that the Company’s Board of Directors _may amend, alter,
suspend, discontinue, or terminate the Plan.
C. As of the date hereof, the Board of Directors of the Company approved an amendment to the Plan,

subject to the approval of the Company’s stockholders, increasing the maximum number of shares of the Company's
commeon stock reserved and available for delivery in connection with Awards under the Plan by 175,000 shares.

D. Pursuant to the authority contained in Section 10(e) of the Plan, the Company now desires to amend
the Plan as set forth hergin.

r i
(I

AGREEMENT '

NOW, THEREFORE, in consideration of the premises and mutual covenants set forth in the Plan, the
Company agrees as follows:

1L Section 4(a) of the Plan is deleted in its entirety and the following is substituted in lieu thereof:

(a) Limitation on_Overall Number of Shares Subject to Awards. Subject to adjustment as
provided in Section 10{c} hereof, the total number of Shares reserved and available for delivery in

connection with Awards under the Plan shali be 425,000 (which reflects the effect of the Company's
reverse stock split during August 2005). In addition, as of the date this Pian is first approved by the
stockhotders, any shares available in the reserve of the 2002 Plan shall be added to the Plan share
reserve and be available for issuance under the Plan. Any Shares delivered under the Plan may consist,
in whole or in part, of authorized and unissued shares or treasury shares.

2 A new Section 8(d) of the Plan shall be added to the Plan to read as follows:

{d) No Option Repricing. Other than for capitalization adjustment pursuant to Section 10(c),
without approval of the Company’s stockholders, the Plan Administrator shall not be permitted to
{A) lower the exercise price per Share of an Option after it is granted, (B) cancel an Option when the
exercise price per Share exceeds the Fair Market Value of the underlying Shares in exchange for
another Award or cash, or (C) take any other action with respect to an Option that may be treated as a
repricing under the federal securities laws or Generally Accepted Accounting Principles.

IN WITNESS WHEREOF, the undersigned has executed this Amendment as of the date first above
written.

KONA GRILL, INC.

By:

Mark S. Robinow, Chief Financial Officer
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

. FORM10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT
OF 1934
For the fiscal year ended December 31, 2006

or
3

O TRANSITION REPORT PURSUANT TO SECT[ON l3 OR 15(d) OF THE SECURITIES EXCHANGE

ACT OF' 1934
* Commission File Number 000-51491
. et '
Kona Grill, Inc. -
(Exact Name of Registrant as Specified in Its Charter)
Delaware ) ., 20-0216690
{Stare or orher Jjurisdiction of incorporation or organization) L ) . ’ C{IRS. Employer Idem{f' cation No y
¢ i, mM50East Camelback Road, Suite 220 '

Scottsdale, Arizona 85251
(480) 922-8100 .

(Addrers mcludmg z:p code and telephone number r;:cludmg area code of prmctpa[ executive oﬁ‘ ces)
. £| S
- Securities registered pursuant to Sectlon 12(b) of the Act: ’ -

‘

" Title of Each Class ' """ Name of Each Exchange on Which Registered

Common Stock, par value $0.01 per share . . NASDAQ Global Market

LaPuay

None
Indlcate by check mark if the registrant is & well known seasoned issuer; asidefined in Rule 405 of the Securities Act.

Yes LI No X ‘ oo . 7 .
lndlcate by checkmark if the regastrant is not required to ﬁle reports pursuant to Section 13 or Sectionl5(d) of the Act.
Yes O No X i

Indicate by check mark whether lhe registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the

Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to
file such reports), and (2) has been subject to such filing requirements for the past 90 days. Yes No O

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and
will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by
reference in Part Il of this Form 10-K or any amendment to thxs Form 10-K. OO

Indicate by check mark whether the reglstrant isa large accelerated filer, an accelerated filer, or a non-accelerated filer. See
definition of “accelerated filer and large'accelerated filer”in Rule 12b-2 of the Exchange Act. (Check one):

LI

Large Accelerated filer (1 Accelerated ﬁler 0 Non-accelerated ﬁler I _
Indicate by check mark whether the registrant is a shell company (as deﬁned in Rule 12b-2 of the Exchange Act)

Yes[(O° NO- -"‘ L - R t“ B [

The aggregate market value of common stock held by non-affiliates of the reglstrant as of the last busmess day of the
registrant’s most recently completed second fiscal quarter, based on the closing price of the registrant’s common stock as
reported on the NASDAQ Global Market on June 30, 2006 was $64,457,185. For purposes of this computation, all officers,
directors, and 10% beneficial owners of the registrant are deemed to be affiliates. Such determination should not be deemed to
be an admission that such officers, directors, or 10% beneficial owners are, in fact, affiliates of the registrant.

As of March 9, 2007, there were 5,860,710 shares of tlle'registrant’s common stock outstanding.
Documents Incorporated by Reference

Portions of the registrant’s definitive proxy statement for the 2007 Annual Meeting of Stockholders are incorperated by
reference into Part 111 of this report.
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* anticipated as a result of a number of factors, including those discussed in Irem 14, “Risk Factors.”

Index to Consolidated Financial Statements
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Statements Regarding Fo;"ward-Looking Statements
The statements contained in this report on Form 10-K that are not purely historical are forward-looking
statements within the meaning of applicable securities laws. Forward-looking statements include statements
regarding our “expectations,” “anticipation,” “intentions,” “beliefs,” or “strategies” regarding the  future.
Forward-looking statements relating to our future economic performance, plans and objectives for . futuré
operations, and projections of revenue and other financial items_are based on our beliefs as well as assumptions
made by and information currently available to us. Actual results could differ materially from those currently
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[tem 1. Business

Overview ‘

N * * N . H . "
Kona Grill restaurants offer freshly prepared food, personahzcd service, and a contemporary amb:ance that
create an exceptional, yet affordable dining experience that. we believe exceeds many. traditional casual dining
restaurants with whom we compete. Our high-volume upscale .casual restaurants feature a diverse selection of
mainstream American dishes as well as a variety of appetizers and entrees with an international influence, including
an extensive selection of sushi items. Our menu items also incorporate over 40 signature sauces and dressings that
we make from scratch, creating broad based appeal for the lifestyle and. taste trends of a diverse group of guests,
including everyday. diners, couples, larger social groups, families, smgles,.and empty-nesters as well as special
occasion customers. Our menu is standardized for all of our restaurants allowing us to deliver consistent, high
quality meals. RS S wo
ir ! Eh
Our restaurants accommodate approx1mately 275 guests and are compnsed of multlp]e dmmg areas that
mcorporatc modern design elements to create an upscale ambiance that reinforces our high standards of food and
service. Qur main dining area, full-service bar, outdoor patio, and sushi bar provide a choice of atmospheres.and a
variety. of environments designed to appeal, and encourage repeat visits with regular guests. -We locate our
restaurants in high-activity areas such as retail centers, shopping malls, urban power dmmg locations, lifestyle
centers, and entertainment centers that are situated near commercial ofﬁce space and re51dent1al housing to attract
guests throughout the day. Our restaurants are designed to satisfy our guests;, dmmg prefcrenccs during lunch,

dinner, and non-peak periods such as late afternoon and late night. - R T N

As of March 9, 2007, we owned and operated 15 upscale casual dlmng restaurants in mne states. We opened
five restaurants during 2006 to expand our concept in the following markets: Datlas and Houston, Texas; Oak
Brook and Lincolnshire, Illinois; and Naples, Florida. We plan to open six restaurants during 2007 as we continue
to expand our national presence. We opened our first restaurant of 2007 in Austin, Texas on March 9, 2007.
Additional scheduled openings in 2007 include new markets such as Troy, Michigan; Baton Rouge, Louisiana,
Stamford, Connecticut; and one location to be named at a later date, as well as the expansion of our presence in the

- Phoenix market with a location in Gilbert, Arizona. We believe our concept has the 'potenti_al.for over 100

restaurants nationwide. : ) . o 2 ot

We beheve that our vast array of offerings and generous pomons combmed with an estlmated average check
per guest.during 2006 of approximately $22 offers our guests an attractwe price-value proposition. This value
proposition, coupled with our multiple daypart 'model and exceptlonal service, have created an attractive business '
model. Furthermore, our restaurant model provides us with considerable growth opportumtles to develop the Kona ,
Grill concept nationwide Ry

Our executive ofﬁces are located at 7150 East Camelback Road Suite 220, Scortsda]e,,Arlzona 85251 and our
telephone number is (480) 922-8100. Our website is located at www, konagnl! com. Through our web51te we make
available free of charge our annual report on Form 10-K, our quarterty reports on Form 10- Q, our current Teports on
Form 8-K, our proxy statements and any amendments to those reports filed or furnished pursuant to Sectlon 13(a)

or 15(d) of the Securities Exchange Act of 1934. These reports are available as soon as reasonably practlcable after

we electromcally file these reports with the Securities and Exchange Commission. We also post on our websue the
charters of our Audit, Compensation, and Nominating Commmecs our Code of Business Conduct and Ethlcs and
Code of Ethics for the CEQ and Senior Financial Officers, and any amendments or waivers thereto; and any other
corporate governance materials contemplated by SEC or NASDAQ regulations. These documents are also available
in print to any’ stockholder requesting a copy fronl our corporate secretary at our prmc1pal executlve ofﬁces

- It . . i A . R ' L . . -yt

Our History Ce ot T
Our predecessor concept was a sushi restaurant that commenced operations during‘_l994: As ';'o'ur guests
frequently requested additional selection and diversity in our menu offerings, we developed a successor restaurant
concept offering innovative menu selections with mainstream appeal that became Kona Grill. We opened the first

i
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Kona Grill restaurant in Scottsdale, Arizona during 1998. We sold the predecessor restaurant during 2002 to focus
our efforts on growing the Kona Grill concept.

Competitive Strengths

We believe that the key strengths of our busmess mclude the followmg

»  [Innovative Menu Selections with Mainstréam Appeai We offer a freshly prepared menu ‘that combines a
diverse selection of mainstrearn-American selections as well as a variety of appetizers and entrees with an
international influence, and award-winning sushi to appeal.to a wide range of tastes, preferences, and price
points. We prepdre our dishes from original recipes’ with generous portions and creative and appealing
presentations that adhere to 'standards that we believe aré much closer to fine dining than typical casual
dining. Our more than 40 proprietary sauces and dressings further differentiate our menu items and help
create an exceptional meal while allowing our guests to experience new foods and tastes as well as share
their everyday favorite choices with others. With an average check during 2006 of approximately $22 per
guest or 315 per guest, excluding alcoholic beverages we believe we provide an exceptional pnce/value
proposition that helps create a Iastmg relauonshrp between Kona Grill and our guests.

AN . . T2 ! .

e Distinctive Upscale Casual Dining Experierice. "Our upscalé casual dining concept captures some of the

- best elements of fine dining including a variety of exceptional food, impeccable service, and an extensive

"+ wine and dtink list, and coribines them with more casual qualities, like a broad menu with attractive price

points and a choice of énvifonments-to fit any dining occasion, enabling us to attract a broad guest
demographic. ‘Our innovative menu, personalized service, and' contemporary restaurant design blend
together to create our upscale casual dinirig experience. We design our restaurants with a unique layout
and utilize modern, eye-catching design elements such as our signature 2,000 gallon saltwater aquarium
stocked with bright and colorful exotic fish, plants, and coral. Our multiple dining areas provide our guests
with a number of* distinct dining enviroriments and atmospheres to satisfy a range of occasions or dining
pref‘erences Our open exhlbltron-style kitchen and sushi bar further emphasize the quality and freshness of
our food that are the corerstonés of our unique upscale casual dining concept.

s Personalized Guest Service:' Our commitment to provide prompt, friendly, and efficient service'enhances
our food, reinforces our upscale ambiance, and helps distinguish us from other traditional casual dining
restaurants. We train our service personnel to be cordial, friendly, and knowledgeable about -all aspects of
the restaurant, especially the menu, which helps us provide personalized guest service that is designed to
ensure a pleasurable dining’ experience and exceed our guests’ expectations. Our kitchen staff completes
extensive training to ensure that our dishes are precrse]y prepared to provide a consistent quality of taste.
We believe our focus on hlgh servrce standards underscores our guest-centric philosophy. i

! e Multiple Daypart Model. Qur appetizers, pizzas, entrees, and sushi offerings provide a flexible selection of
items that can be ordered individually or shared by our guests, allowing them to dine with us during
traditional lunch and dinner meal périods as well as in bétween customary dining periods such as in the late
afternoon and late night. The lively ambiance of our patio and bar areas provides an energetic social forum
for us to attract a younger professional clientele during these non-peak perlods as well as for all of our
guests to enjoy before or after they dine with us. 0ur sushi bar provides another dining vénue for our
guests to dine with us while offering them a healthier, more adventuresome dining experience. We believe
that our ablhty to attract and satlsfy our guests throughout the day dlstmgmshes us from many other casual
dining chams and helps us max1mrze sales and leverage our fixed operatmg costs. :

»  Attractive Unit Economlcs Durmg 2006, the average umt volume of our nine restaurants open for at least
12 months was $4.8 million; or $678 per square foot.” We believe our high average unit volume helps us
attract high-quality employees, leverage our fixed costs, and makes us a desirable tenant for landlords. We
expect the average cash investment for our new restaurants to be approximately $2.5 million, net of
landlord tenant improvement allowances and excluding preopening expense. Our restaurant cash flow
prov1des us the prospect of strong ﬁnanmal returhis on this mveslment ‘,'




Growth Strategy o . - .o

We believe that’ there are significant opportumtles to grow our sales, our concept and our brand throughout the
United States. The following sets forth the key elements of our growth strategy. s

Pursue Disciplined Restaurant Growth

We adhere to a disciplined site selection process and intend to continue expanding Kona Grill restaurants in
both new and existing markets that meet our demographic real estate, and investment criteria. Over the next several
years, we plan to open the majority of our restaurants in new markets to continue to build awareness of our concept
and to establish Kona Grill as a national upscale casual brand. During 2006, we opened five new restaurants, four of
which were located in new markets and one in an existing market. Our expansion plans do not involve any
franchised restaurant operattons. :

We plan to pursue locations that will enable us to maximize the use of outdoor patio seating. We believe the
location of our restaurants plays a key role in our long-term Success and, accordingly, we devote 51gmﬁcant time and
resources to analyzing each prospective site. We maintain a disciplined and controlled site selection process
involving our management team and Board of Directors. Our site selection criteria for new restaurants includes
iocating our restaurants near high activity areas such as retail centers, shopping malls, urban power dining locations,
lifestyle centers, and entertainment centers. In addition, we focus on-areas that have -above-average income
populations, have high customer traffic throughout the day from thriving businesses or retail markets and are
convenient for and appealing to business and leisure travelers. e

Cur growth strategy for dcvclopmg new restaurants also includes expansion in existing markets. Operating
multiple restaurants in existing markets enables us to leverage our training resources and gain operating efficiencies
associated with regional supervision, marketing, purchasing, and hiring. In addition, our ability to hire quallﬁed
employees is enhanced in markets where we are well known and. we are able to utilize existing associates in new
restaurants.

r

We plan to open six new restaurants during 2007, including our Austin, Texas restaurant that opened on March
9, 2007, and restaurants in Troy, Michigan; Baton Rouge, Louisiana; Gilbert, Arizona; and Stamford, Connecticut,
as well as one testaurant to be named at a later date. We have signed leases for five of these six new restaurants and
the remaining lease is in the process of negotiation,

Grow Existing Restaurant Sales

Our goal for existing restaurants is to improve our unit volumes through ongoing local marketing efforts
designed to generate awareness and trial of our concept and increase the.frequency of guest visits. During 2006, our

comparable restaurants, which include those open for more than 18 months, generated same store sales increases of
4.0%. ' '

We intend to continue to evaluate operational initiatives ‘designed to increase salés at our restaurants. For
example, we enclosed certain of our patios in cooler climate locations to permit the use of our patio year round and
increase restaurant sales., We also design certain of our restaurants with.adaptable modules to provide
reconfigurable prlvate dining rooms when needed, which will provide us flexibility to book private parties and
special events. We believe by emphasizing operating in multiple dayparts, we are able to increase sales and
leveragc both development and fixed operating costs by operating during a greater number of hours during any
given day. In addition, to date we have not utilized extensive advertising or marketing programs to promote our
restaurants. We believe we can generate additional sales through these prograr_lg_s_' at-a reasonable expense per
restaurant.

tons

Leverage Depth of Existing Corporate Infrastructure

jl
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We believe that successful execution of our growth sirategies will enable Kona Grill to be a leading upscale
casual dining restaurant operator in the United States. During 2005 and 2006, we made significant investments in




our corporate infrastructure by hiring senior management, operating, human resources, real estate, and construction
personnel, implementing purchasing, management, and information systems; and establishing financial controls to
minimize risks associated with our current growth strategy. As we continue to realize the benefits of our growth, we
believe that we will be able to leverage our investments in our corporate infrastructure and realize benefits from the
increasing sales that our company generates.

Unit Economlcs

Our prototype restaurant for.2007 is 6,500 square feet (reduced from 7,000 square feet in prior years) and has
seating for approximately 275 guests, including patio seats. We target prototype average unit volume to be-$4.5
million annually following 24 months of operations, or sales per square foot of $692. During 2006, the average unit
volume of our mine restaurants open at least 12 months was $4.8 million, or $678 per square foot. We believe .our
high average unit volume helps us attract high-quality employees, leverages our fixed costs, and makes us-a
desirable tenant for landlords.

The average investment cost for our restaurants depends upon the type of lease entered into, the amount of
tenant - improvement allowance we receive from landlords, and whether we assume responsibility for the
construction of the building. The average cash investment cost for all of our restaurants opened since the beginning
of.2002 was approximately $2.4 million, net of tenant improvement allowances and excluding preopening expenses.
We expect the cash investment cost of our prototype restaurant to be approximately $2.5 million, net of iandlord
tenant improvement allowances between $0.7 million and $1. 2 mllhon and excludmg preopemng expense of
approximately $0.4 million. .

.. We believe that our ability to generate sales throughout the day is a key strength of our concept. The following -

table depicts the amount and percentage of contribution for.each daypart of overall restaurant sales during 2006. ,

Sales by Daypart v : o .
Year Ended
o . L SRR “* n 4y -+ December 31,2006 -
o R . o Sales - Percent
b e ! © (Dollars in thousands)
LUIICH s e sa e sanans . $11,575 IRk 72
Open to 3:00 p.m , ‘
0¥ =) o O U S 25,889 51%
5.00t0900pm. L . : . .
Non-Peak ............... reetreieeeieseeeseresdre b et en e naa e Coveriennes brevrrerns v 13,229 26% .
3:00 p.m. to 5:00 p.m- and900pmt0Close . i oo . -
Total All DAY ..covocieriecininireceercriene e s s s s sesnssrssns s $50,693 100%

Menu B Doy B S C "

The Kona Grill menu offers guests a diverse selection of mainstream American dishes as well-as a variety of
appetizers and entrees with an international influence, including-a broad selection of award- -winning sushi. This
broad menu is an important factor in our differentiation from the other upscale dining competitors.  We are well-
known for our-selection of over 40 signature sauces and dressings. Our sauces and dressings distinguish and
compliment our dishes, creating delicious flavor profiles and artistic presentations for our guests. All of our menu
items are freshly prepardd ‘ising high quality ingredients and adheie to food standards that we believe are much
closer to fine dining than typical casual dining. .

Our menu features a seleclion of appetizers, pizzas, sandwiches, salads, noodle 'dishes, signature entrees, and
desserts. We round out our menu with over 80 hand-made award-winning sushi choices. Our menu includes
socially interactive items that can be' eaten individually or easily shared amongst guests such as our Chicken Saray
appetizer served with'a sweet-hoisin dipping sauce and our Garlic Shrimp Pizza with-a roasted red pepper pizza




sauce. Our signature entrees feature our various sauces and offer guests generous portions that are impressive, in
presentation and in taste. For example, our popular Macadamia Nut Chicken is served with our special shoyu-cream
sauce accompanied by wok-tossed vegetables and white cheddar mashed potatoes; our Sweet-Chili Glazed Salmon
served with shrimp and pork fried rice, Szechwan beans and-a coconut-curry vinaigrette; and our Pan-Seared Ahi
Tuna is served over steamed white rice with a sweet-chili sauce accompanied by sautéed baby bok chay. e

We are alsorknown for our broad assortment of sushi that includes. traditional favorites as well as distinct
specialty items such as our Seven-Spice Tuna Sashimi-Salad made: with tuna sashimi, cucumber, smelt roe and -
sprouts with. motoyakl sauce, or our Jalapeno -Yellowtail Sashimi- with a slice of jalapeno and cilantro with ponzu
sauce: We have designed our sushi menu with a combination of both straight-forward and unintimidating selections
such-as our California Roll as.well as more sophisticated items such as our-Spider Roll made with soft shell crab,
avocado, and cucumber wrapped in seaweed and soy paper.and served with eel sauce:-Our menu, coupled with our
sushi selections, offers ample choices for health conscious guests, which the; Nat10na1 Restaurant Association

expects will continue to be apomt of focus.in’ the future L I TR el .

'
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_Each of our restaurants has a. dedlcated thchen staff member whom we refer-to as our saicier, to oversee the
preparation of our more than 40 unique sauces and dressmgs that are made fresh from scratch on site using only
high-quality ingredients and fresh produce. Each sauce is designed according to a proprietary recipe for a specific
menu item and includes unique flavors and combinations such as our, Honey Cilantro, Pineapple-Chipotle, and Spicy
Afoli dipping sauces, and our Peanut Vinaigrette dressing.. We believe that our. distinctive ‘sauces and dressings
provide a unique flavor profile, which further distinguishes Kona Grill: Our. flavorful sauces and dressings also
enhance our guests’ overall dining experience by allowing them to not only experience new tastes but to also share
their favorite sauces with others, helping to create customer loyalty and a socially interactive environment.

- f LT P . 3 R S .

The versatility of our menu enables us to provide our guests with dishes that:can-be enjoyed outside of the
traditional lunch and dinner meal periods as well as to serve our guests for a variety of dining occasions, including
everyday dining, business lunches, social gatherings and special occasions.. Furthermore;;each restaurant offers a

separate children’s menu.

-
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Menu prices range from $3.75 to $12:25 for appetlzers and soups $5.00 to $10. 75 for salads, $7 95 to $29 95
for sandwiches and lunch entrees, $8.50 to $29.95 for dinner entrees, and $3.75 to $31:00 for our sushi selections
ranging from a single-sushi item up to our assorted 18-piece Sashimi Platter. During 2006, our estimated average
guest check was approximately $15 excluding alcoholic beverages, and $22 including alcoholic beverages. Based
upon our innovative high-quality recipes, generous-portions, and flexible price points we believe we provide our
guests exceptional value that allows us-to attract a diverse customer base and-increase the frequency of dining visits

to ourupscale casual restaurants;«. : . C e
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We provide a uniform menu in all of our restaurants and do not feature daily specials, allowmg us to deliver
consistent, high~quality food at every location. We review our menu and consider enhancements to existing items or
the introduction of new items based on customer feedback, which helps assure that we are meeting the needs of our
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Alcohollc beverage sales represented approxnmately 33% of our total restaurant sales- -during 2006 Our guests
en_]oy an extensive selection of approximately 20 domestic-and imported bottled and-draft beers, over 50 selections
of wines by the'boitle,.50 wines by the glass and a broad selection of hquors and spec1alty cocktail drmks T
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Decor and Atmosphere . : Y

" We have created a uniform restaurant layout as well as similar interior and exterior design elements in each of
our restaurants. The layout of our restaurants focuses on joined spaces that create:multiple distinct dining areas for
our guests while also maintaining an open atmosphere that allows our guests to have a panoramic view of the entire
restaurant without negatively:impacting the spec1ﬁc ambiance or dining occasnon they desire. - . .

T v
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.Our main dining foom area offers a combmatlon of booth seating and larger central tables.. Our fu]] service bar
area -and covered: outdoor patio offer not only a‘high: energy, soc1ally interactive area for our guests to enjoy
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appetizers or sushi while they wait to dine with us, but also.serves as a destination for many of our frequent guests
who visit us during our late afternoon and late night periods. Our bar area is strategically placed 1o ensure that
families and other groups that may prefer a quieter, more intimate dining experience are not disturbed. Our sushi
bar provides yet another dining alternative for smgles couples, and our guests with more sophlstlcated health
conscious, or adventuresome tastes.

Our restaurant interiors utilize a combination of warm earth tones, rich mahogany wood finishes, and oversized
silver gilded mirrors. We showcase our signature 2,000 gallon saltwater aquarium stocked with bright and colorful
exotic fish, plants, and coral in each of our restaurants and ensure that it can be seen from both our main dining area
and our bar area. Our bars are made of granite and compliment our mahogany finishes to enhance our contemporary
design. We use a variety of directional lighting, featuring shiitake mushroom-shaped ceiling lights, to deliver a
warm glow throughout our restaurants and we adjust our dining atmosphere throughout the day by adjusting the
lighting, music, and the choice of television programming in our bar area. Our exhibition-style kitchens are brightly
lit to display our kitchen staff at work. Our covered outdoor patio areas seat an average of 60 guests. We utilize
state-of-the-art heating technology suspended from our roofs to allow us to maximize the use of our patios
throughout most of the year while avoiding: obtrusive heatlng mechanisms that.could detract from our. upscale
amblance -

The exterior of our restaiirants typically employ cultured stone and slate to create a highly visible restaurant that
features our well lit, Kona Grill sign. We landscape our restaurants where appropriate and vary the exterior design
to coordinate with the surrounding area. We use accent lighting on trees and directional hghtmg on our buxldmgs to
further increase the visual appeal of our restaurants. . \

We believe that our existing restaurant asset base is in excellent condition and we maintain each restaurant’s
furniture, fixtures, equipment, and other design elements in accordance with our operating standards.

Food Preparation, Quality Control; and Purchasing

We believe that we have some of the highest foed quality standards in the industry. Our systems are designed
to protect our food products throughout the preparation process. We provide detailed specifications to suppliers for
our food ingredients, products, and supplies. - We strive to maintain quality and consistency in our restaurants
through careful training and supervision of personnel Our restaurant general managers receive a minimum of six
months of training and kitchen managers receive between three to six months of training, as required, and ail receive
an operations manual relating to food and beverage preparation and restaurant operations. We also instruct kitchen
managers and staff on safety, sanitation, housekeeping, repair and maintenance, product and service specifications,
ordering and receiving products, and quality assurance. All of our restaurant managers are compliant with Hazard
Analysis and Critical Control Point, or HACCP. We monitor minimum cook temperature requirements and conduct
twice-a-day kitchen and food quahty inspections to further assure the safety and quahty of all of the items we use in
our restaurants. o N ’ ‘

We are committed to purchasing high-quality ingredients for our restaurants while striving to maintain and
improve costs. We use only the freshest ingredients and, as a result, we maintain only modest inventories. We also
have a nonexclusive contract with U.S. Foodservice, a national food distributor, to be the primary supplier of our
food. We have arrangements with local produce distributors and specialty food suppliers who provide high-quality
ingredients and perishable food products. We believe that competitively priced alternative distribution sources are
available should those channels be necessary. We source all of our products and supplies with repulable and hlgh-
quality providers that are capable of distribution on a national level. T

Our goal is to maximize our purchasing efficiencies and obtain the lowest possible prices for:our ingredients,
products, and supplies, while maintaining the highest quality. Our corpoerate purchasing manager coordinates our
national supply contracts, negotiates prices for our food supply throughout all of our restaurants, monitors quality
control and consistency of the food supplied to our restaurants, and oversees delivery of food on a nationwide basis.
In order to provide the freshest ingredients and products, and to maximize operating efficiencies between purchase
and usage, each restaurant’s kitchen manager determines its daily usage requirements for food ingredients, products,
and supplies. The kitchen manager orders accordingly from our approved suppliers and all deliveries are inspected
to assure that the items received meet our quality specifications and negotiated prices.




Restaurant Locations . 3 R

.. As of March 9, 2007, we operated 15 restaurants in nine states.. We lease_all of our restaurant sites under lease’
terms that vary by restaurant; however, we generally lease space for. 10 years and negotiate at least two five-year
renewal options. The following table sets forth our restaurant locations as of March 9, 2007 and anticipated

opemngs for 2007, excluding one additional restaurant location to-be named at a later date. * . .
SR Year ~ 0" Square ",'(1 " Numberof
- State’ T City* ' A 'Opened o Footage T Saats (1)

v . - .. R 1 =t S AR [N
Arizona Scottsdale I '1998 A ' l5,964_ ol 274 .
Arizona Chandler 2001 7,389 326
Missouri ., . Kansas City Cory e 2002, Lo e TARS L 222
Nevada - . . LasVegas -, . , o+ ..~ 20037 iy e . (. 7,3800 0 T 295
Colorado . . - Demver - . , ., & _ -2004. ;.. 5820, .. . .243
Nebraska = .- Omaha .., - . , - 2004, - ..o TAIS g o, 304
Indiana .. Carmel . ;- L 2004 ) ce 47433 L 295
Texas Sugar Land 2005 7,127 285
Texas San Antonio 2005 ) 7,200 Lt o 256 E
Texas Dallas 2006 6,872 299
Iinois Lincolnshire 2006 L7020 ., 308
Texas Houston 2006 7, 459 315
Hlinois , . OakBrook , | 2006, . 6999 . 298
Florida © Naples o, 2006 o 040, ., . .276
Texas . Austing o, L R 2007 . L. 68% . .. R ‘293 .
Michigan Troy . e 2007 e, L 1,000 (2) S 280(2)
Louisiana - . BatonRouge & = . L2007 7,000 @. 275(2)
Arizona  Gilbert e 007 68500, ". . 285(2)
Connecticut Stamford .. . 5 2007Q) . . 7650 (2) o ,305(2)
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(1) Number of seats includes dining room, patio seating, sushi bar, bar, and private dining room (where applicable).
2) . Anticipated opening during 2007., Square footage and number of seats for new restauranis are estimates,

Eipan‘sioh Stra'tegy‘alnd'Site Seléctib’n“ oo . i{h . ;

Wer‘beheve the locations of otir restaurants are cntlcai to our long-term success and, accordmgly, we devote

's1gn1ﬁcam time and resources 1o analyzmg cach prospectlve site,  Our, restaurant expansion strategy focuses
pnmarlly on penetrating new markets jn major metropohtan areas throughout the’ Umted States as well as further
penetrating exlstmg markeéts.” In general, we prefer to open our restaurants in hlgh -profi le 51tes wnhm specnﬁc trade
areas with the following considerations:

» suitable demographic characteristics, including residential and commercial population densnty and above-
average household i 1ncomes, L
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e general availability of restaurant-level employees.

These sites generally include high-volume retall centers, reglonal malls; lifestyle and entertainment centers and
urban power dining locatlons . e oo , :
i, . . ' n . " ' . + . LR
We thoroughly analyze each prospective site before presenting the site to our Real Estate Committee, comprised
of three members of the Board of Directors and executive management, for review, Prior to committing to a
restaurant site and signing a lease, at least three members of our senior management team review the prospective site
and evaluate the proposed economics of the restaurant based on demographic data and other relevant criteria to
assure that the site will meet our return on investment criteria. :
We believe the high sales volumes of our restaurant$ make us an attractive tenant and provide us with ample
opportunities to obtain suitable leasing terms from landlords. As a result of the locations we select, which are often
in new retail center or shopping mall developments, our restaurant development timeframes vary according to the
landlord’s construction schedule and other factors that are beyond our control. Once the site has been turned over to
us, the typical lead-time from commencement of construction to opening is approximately five months. '

Restaurant Operations
Executi\}g and Restaurant Management : d

Our ‘executive management team continually monitors restaurant operations, inspects individual restaurants to
assure the quality of products and services and the maintenance of facilities, institutes procedures to enhance
efficiency  and reduce costs, and provides centralized support systems. Qur Chief Operating Officer has primary
responsibility for managing our restaurants and participates in analyzing restaurant-level performance and strategic
planning. “We currently employ two district managers*who report directly to our Chief Operating Officer and
oversee our restaurants, supporting the general managers and helping each general manager achieve the sales and
cash flow targets for their restaurant. As we expand our operations, we expect to hire additional district managers
who will each oversee 8 to 10 restaurants. .

Our typical restaurant management teamn consists of a general manager, an assistant general manager, three
front-of-the-house managers, a kitchen manager, an assistant kitchen manager, and a sushi kitchen manager. Our
restaurants each employ approximately 100 non-management employees, many of whom work part-time. The
general manager is responsible for the day-to-day operations of the restaurant, mcludmg the hiring, training,
developmem of personnel and executlon of local marketmg programs The kitchén managers are responsible for
overseeing the preparation of our menu and sushi items; maintaining product quality, and closely momtormg food
costs and” departmem labor costs We also ‘employ a kitchen staff member who i is dedlcated to the fresh preparatxon

of our sauces and dressings. e
[ I
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Tra‘l'ning ‘
We strive to maintain quality and consistency in each of our restaurants throogh the careful training and
supervision of restaurant personnel and adherence to high standards related to personnel performance, food and
beverage preparation, and maintenance of our restaurants. All of our restaurant personnel participate in both initial
and continuing training programs. Each restaurant general manager, front-of-the-house manager and kitchen -
manager completes a formal training program conducted by our company that is comprised of a mix of classroom
and on-the-job instruction. We implement these programs by hiring dedicated corporate personnel as well as
designate well-performing existing restaurant personnel to assist in training. Typical programs for general managers
provide at least six months of training that may include a rotation to different restaurants throughout the country.
Typical programs for other managers provide three to six months of training and may-involve work in our other
restaurants and cross training of various duties. The training covers all aspects of management philosophy and
overall restaurant operations, including supervisory skiils, operating and performance standards, accounting
procedures, and employee selection and training necessary for top-quality restaurant operations. The training
programs also involve intensive understanding and testing of our menu, the ingredients of our various menu items,

and other key service protocols.




Our corporate training personne! are involved in training for both new employees hired in. anticipation of our
new restaurant openings as well as for ongoing training in existing restaurants. When we open a new restaurant, we
provide training to restaurant personnel in every position for several weeks prior to opening to assure the smooth
and efficient operation of the restaurant from the first day it opens to the public.. Prior to opening a new restaurant,
certain of our newly-hired restaurant personnel are staffed in existing restaurants to learn the operanonal aspects of a
Kona Grill and to obtain on the _]Ob instruction. : . - - -
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We maintain a policy against harassment and dlscnmmatlon of any type towards both our employees and guests
and, to this end, reinforce this policy through our training of new employees, our policy and training manuals, and
periodic reinforcement programs. . st e

Recruitment.and Rerenrian S oo - K
Db e . o . ;

We seek to hire expenenced restaurant personnel who are commltted to the standards mamtamed by.. our
company. We also believe that our unit volume, the image and atmosphere of the Kona Grill concept, and our
career advancement and employee benefit: programs enable us to attract high quality management and restaurant
personnel. We support our restaurant management personnel by offering competitive wages and benefits, including
medical insurance and participation in our 401(k) plan with a company match, - We motivate and prepare our
restaurant personnel by providing .them with opportunities for increased responsibility and advancement.
Furthermore, our general managers, assistant general managers, and kitchen managers share in a bonus tied to the
overall profitability of their restaurant. We believe that our compensation package for our managers and restaurant
employees is comparable to those provided by other upscale casual restaurants. We believe our compensation
policies help us attract quality personnel and retain them at tummover rates lower than thos__e generally experienced by
our competitors.

(,Informa'ttjon Systems , o e N .

~ We believe that our management information systems enable us to increase the"speed and accuracy of order-
taking and .pricing, better assist guest preferences, efficiently schedule labor to better serve guests, monitor labor
costs, assist in product purchasing and menu mix management, promptly access.financia}.and operatmg data .and
improve the accuracy and efficiency of store-level information and reporting. This mformatlon is consolldated at
our headquarters in Scottsdale, Arizona.
"

. We utlllze an mtegrated 1nformat10n systetn as well as manual repomng to manage the flow of information
within -each of .our restaurants and between our restaurants and the corporate office. This. system 1ncludes a
customized Aloha point-of-sales (POS) local area network that helps facilitate the operations, of the restaurant by
recordmg sales transactions and printing orders in the appropriate locations within the restaurant. Additionally, we
utilize the POS system tc authorize, batch, and transmit credit card transactions, record employee time clock
information, schedule labor, and produce a variety of management reports. Our information system is integrated
with our financial reporting system and incorporates a redundancy and back-up emergency operating plan on a
temporary basis if the system experiences downtime.

: .

We transmlt electromcally to the corporate office on a dally bams select mformatlon that we capture from the
POS system. ‘Our corporate information system enables senior management to monitor operating results w1th daily
and weekly sales analysis, monthly detailed profit statements, and comparisons between actual and budgeted
operating results. We intend to utilize further the capacity of the POS system and lmplement new systems, to.
support unit management controls and operations in the future. We believe.our 1nformatlon systems 1o be secure,
and, scalable as we build our orgamzatlon i . . .

LN
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Advertlsmg and Marketmg
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During 2006, our marketing and advertising expenditures were $0.7 million, or 1.5% of our restaurant sales.
We expect to continue to invest a similar or increased percentage of restaurant sales in marketing efforts in the
future, primarily in connection with driving comparable restaurant sales and supporting new restaurant openings.
Our ongoing marketing strategy consists of local advertising on radio and in select print mediums, various public
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relations activities, direct mail, and word-of-mouth recommendations.. - We believe that word-of-mouth
recommendations are a key component in driving guest trial and usage.- ) .
- LAY ' N ,

We lmplement a coordmated publlc relations effort in- conjunction: with each new restaurant opening.
Approximately 60 days before a scheduled restaurant opening, our local public relations firm collaborates’ with the
local media to publicize our restaurant and generate awareness of our brand. This effort is usually supplemented by
radio, print advertisements, direct mail campaigns, and other marketing efforts. In addition, we use our website,
www.konagrill.com, to help increase our brand awareness as well as gift card sales. : Col

v . : .4

Competition co . .

The restaurant industry is highly competitive. Key competitive factors in the industry include the taste, quality,
and price of the food products offered, quality and speed of guest service, brand name identification, attractiveness
of facilities, restaurant location, and overall dmmg experience, C : v R

.

We believe we compete favorably with respect to each of these factors, as follows: ' "
¢« We offer a diverse selection’ of mainstream American dishes as well as a variety of appetlzers and entrees
with an international influence, 1ncluclmg an extensive selecuon of sush: items; ‘ T

' : |
. ' . ' oo

¢ We strive to mamtam quality and consistency in-each of our restaurants through the careful training and
supervision of restaurant personnel and adherence to hlgh standards‘related to personnel performance food
and beverage preparation, and maintenance of our restaurants;
Aok
¢ Our innovative menu with attractive price points, personalized service, and contemporary restaurant design
with multiple environments blend together to create our upscale casual dining experience and énables us to
attract a broad guest demographic.

e

Although we believe we compete favorably with respect to each of these factors, there are a substantial number
of restaurant operations that compete directly and indirectly with us, many ‘of 'which 'have’ significantly- greater
financial resources, higher revenue, and greater economies of scale, The restaurant business i$ often affected by

, changes in consumer tastes and discretionary spending patterns; national and regional economic and public safety

| conditions; demographic trends; weather conditions; the cost and availability of raw materials, labor, and energy;
purchasing power; governmental regulations; and local competitive factors. Any change in these or other related
factors could adversely affect our restaurant operations. Accordingly, we must constantly evolve and refine the
critical elements of our restatrant concepts over time to protect their longer-term competitiveness. Addition‘ally',
there is competition for highly qualified restaurant management employees and for attracnve locations sultable for
upscale, high volume restaurants ’ :

‘ '

Trademarks ‘ - e o - oom

We have registered the service mark “Kona Grill” with the United States Patent and Trademark Office. We
believe that our trademarks and other proprietary rights; such as our unique menu offerings and proprietary sauce
recipes, have significant value and are important to’the marketing of our restaurant concept. We have in the past and i
expect to continue to protect vigorously ouf proprietary rights. We cannot predict, however, whether steps taken by
us to protect our proprietary rights will be adéquate to prevent misappropriation of these rights or the use by others
of restaurant features baseéd upon, or otherwise similar to, our concépt. It may be difficult for us to prevent others
from copying elements of our concept and any litigation to enforce our rights will likely be costly. In addition, other
local restaurant companies with names similar to those we use may try to prevent us from using our marks i in those
locales. v
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Government Regulation R

Each of our restaurants is subject to’licensing and regulation by state and local departments and bureaus of
alcohol control, health, sanitation, zoning, and fire and to periodic review by the state and mumc1pal authorities for
areas in which the restaurants are located. In addition, we are subject to local land use, zoning, building, planning,
and traffic ordmances and regulations in the, selection and acquisition of suitable sites for developing new
restaurants. Delays in obtaining, or dema]s of, or revocation or temperary suspension of, necessary Ilcenses or
approvals could have a material adverse 1mpact on our development of restaurams

Our operations are also subject to federal and state laws governing such matters as wages, working conditions,
citizenship requirements, and overtime. Some states have set minimum wage requirements higher than the current
federal level. Specifically, Arizona, Colorado; Florida, Illinois, Missouri, and Nevada where we.currently operate
eight of our 15 restaurants have a minimum wage that is higher than the federal level. Additionally, Connecticut and
Michigan, where we plan on opening. new.restaurants in 2007, also have a state minimum wage that is higher than
the federal level. A significant number of hourly personnel at our restaurants are paid at rates related to the federal
minimum wage and, accordingly, increases ih the federal minimum wage will increase labor costs. An increase in
the minimum wage rate or the.cost of workers’ compensation insurance, or changes in tip-credit provisions,
employee benefit costs (including-costs- associated with mandated health insurance coverage), or other costs
associated with employees could adversely affect our company. To our knowledge, we are in compliance in all
material respects with all applicable federal; state, and local laws affecting our business.
Employees . . R : Ve , A

As of March 5, 2007, we employed 1,761 persons of whom approximately 29 were corporate management and
staff personnel, 108 were restaurant managers or trainees, and 1,624 were employees in nonmanagement restaurant
positions. None of our employees are covered by a collective bargaining agreement with us. We have never
experienced a major work stoppag,e strlke or labor dlspute ‘We consider our relatlons with our employees to be
good ' ‘ .

11
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Executive Officers o L

.+ The following table sets forth certain information regarding our executive officers:

P . B : \-'_ 1 4 - Il‘l' LA

Age - Position:r -

Name - i

Maifcus_E. Jundt - ; ' ....... ‘41 C'hair'man of the Boarc‘i,( President, and Chief Executive Officer
Jason J. Merritt ... e iananes 42" Executive Vicé'}’rg_sidént and Chief Operating Officer

Mark S. Robinow.......ccccvevevinicenvenceencnnes 50 Executive Vice President, Chief Financial Officer, and

T

Secretary .

Marcus E. Jundt has served as our President and Chief Executive-Officer since July 2006, as Chairman of the
Board since March 2004, and as a director of our company since September,2000. Prior to joining our company,
Mr. Jundt served as Vice Chairman and Portfolio Manager of the investment advisory firm of Jundt Associates, Inc.
From November 1988 to March 1992, Mr. Jundt served as a research.analyst for Victoria Investors covering the
technology, health care, financial services,.and consumer industries., From-July, 1987 until October 1988, Mr. Jundt
served in various capacities on.the floor of the Chicago Mercantile Exchange-with- Cargill Investor Services. Mr.

Jundt also serves as a director of Minnetonka Capital Investment and Spineclogy, both private companies.

- L M
. i . i,

Jason J. Merritt has served as our Executive Vice President and Chief Operating Officer since October 2003
and as our Vice President and Director of Operations since June 1997. Prior to joining our company in 1996, Mr.
Merritt had been involved in the development of and held executive or management positions in varicus restaurant
concepts including Sushi On, Inc., Juice Island, Inc., Golden Corral, Inc., and Two Pesos, Inc.

L. - B T - e . "f' I 7

Mark S. Robinow has served as our Executive Vice President,-Chief Financial Officer, and Secretary since
October 2004: Prior 'to joining our company, Mr. Robinow served as the Chief Financial Officer of Integrated
Decisions and Systems, Ine. (IDea$) from July 2000 until October 2004. Mr. Robinow served as the Senior Vice
President and Chief Financial Officer of Rainforest Cafe, Inc. from November 1995 until January 2000. -'Mr:
Robinow served as the Chief Financial Officer of Edina Realty, Inc. from 1993 until 1995, and as Chief Financial
Officer, Secretary, and Treasurer of Ringer Corporation from 1986 until 1993. Mr. Robinow also served as a senior
auditor with Deloitte & Touche from 1980 until 1983.

Item 1A. Risk Factors
Risks Related To Qur Business

We have a limited operating history and a limited number of restaurants upon which to evaluate our
company, and you should not rely on our history as an indication of our future results.

We currently operate 15 restaurants, six of which have operated for less than 12 months. Consequently, the
results we have achieved to date with a relatively small number of restaurants may not be indicative of those
restaurants’ long-term performance or the potential performance of new restaurants. A number of factors
historically have affected and are likely to continue to affect our average unit volumes and comparable restaurant
sales, including the following: ‘

s our ability to execute effectively our business strategy;

¢ our ability to successfully select and secure sites for our Kona Grill concept;

¢ the operating performance of new and existing restaurants;

e competition in our markets;

s consumer trends; and

12




s changes in political or economic conditions. , - - Tt

Our average unit volume and same store sales may not increase at rates achieved over recent periods. Two of our
newest restaurants opened with average unit volumes significantly below the average unit volume of our initial four
restaurants. Changes in our average unit volumes and comparable restaurant sales could cause the price of our
common stock to fluctuate substantially. .., , . .+ .o .

g

We have a history of losses and we may never achieve profitability. , o

We incurred net losses in each of 2002, 2003, 2005, and 2006. We may incur net losses in 2007, and possibly
longer. We expect that our expenses for the foreseeable future will increase in ordér to continie the preparation and
development of additional restaurants and to meet the requirements of being a publlc company. We may find that
these efforts are more expensive than we currently anticipate or that our expansion efforts do not result in
proportionate increases in our sales, which would further i increase our losses We cannot predlct whether we will be
able to achieve profitability in the future;” ' - e .

.- . -
' L. . i
. r]

Our future operating results may fluctuate signll'icantly due to our limited number of existing restaurants

and the expenses required to open new restaurants. S L ‘
LI O R 4y

We currently operate 15 restaurants, five of which opened during 2006, and we expect to open six restaurants in
2007, one of which opened during March 2007 The capital resources requtred to develop each new restaurant are
significant. We estimate that the cost of opemng a new ‘Kona Gnll restaurant currently ranges from $3.2 million to
$3.7 million, excluswe of Iandlord tenant 1mprovement allowances and preopenmg expenses and assummg that we
do not purchase the’ underlymg real estate. Actual costs may vary 51gnlﬁcantly dependmg upon a variety of factors
including the site and size of the restaurant and condmons in the’ local real estate and’ employment markets. The
combination of our relauvely small number of existing restaurants, the s1gn|ﬁcant investment associated with, each
new restatirant, and the average unit volumes of our new restaurants may cause our results of operatlons to fluctuate
significaritly, and poor operating results at any one restaurant or a delay or cancellation in thé planned opemng ofa
restaurant could materially affect our company, making the investment risks related to any one location much larger
than those associated with most other restaurants. i

" | PR A Gy VM e g LENRA RPN STy ‘_.": W T . ..t
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Our growth may strain our infrastructure and resources, which' could’ slow our' development of new -

restaurants and adversely affect our ablllty to, manage our exutmg restaurants. .

We plan to open six restaurants in 2007 Wthh will be the most smgle-year restaurant openings we have had in
our history.  This expansionand our " future growth will‘increase demands on'our management team, restaurant
management systems and resources, financial controls, and information systems. These increased demands may
adversely affect our ablhty to manage our ex1st1ng restaurants. If we fail to continue to improve our infrastructure or
to manage other factors necessary for us to' meet our expansionobjectives, our operatmg results could be adversely
af’fected.

1 'f';‘{.T"“-'."..'-.' v "‘lrl.

If 'wé do not successfully expand our restaurant operatlons, our growth and results of operations could be
harmed significantly. el

A critical factor in our future success is our ab111ty to expand successfully our restaurant operatlons We
currently plan to’ open $ix ‘restaurants durmg 2007 and we contmue to actwely seek additional locatlons to open new
restaurants. 1f we do not successfully open “and’ operaté Rew restaurants; our ‘growth and fesults of operations could
be harmed significantly. Our ablhty to open new restaurants in a timely manner and operate them proﬁtably
depends upou a number of factors many of whlch are beyond our control 1ncludmg the followmg

t e P \.l 4
. ’the avallablhty and cost of su1table restaurant locatlons for development and our ablllty to compete
: successfully for those Iocatlons BN

- . -
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¢ the timing of delwery of leased premises from our landlords so we can commence our build-out
construction activities;
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o the availability of landlord tenant improvement allowances in amounts similar to what we have received
historically;

¢ construction and development costs;

¢ labor shortages or disputes experienced by our landlords or outside contractors;
s unforeseen engineering or environmental ptoblems with the'leased premises;

*  weather conditions or natural disasters; and

»  general economic conditions.
Each of these factors could delay or prevent us from successfully opening and operatmg new restaurants, which
would adversely affect our growth and results of operations.
Unexpected expenses and low market acceptance of our restaurant concept | could adversely affect the
profitability of restaurants that we open in new markets.

As part of our expansion strategy, we plan'to open restaurants in markets in which we have no prior operating
experience and in which our brand may not be well known. For example, we have opened or expect to open new
restaurants in Austm Texas; Troy, Michigan; Baton Rouge, Louisiana; and Stamford, Connecticut, all markets in
which we have no existing restaurants, These new markets may have different competitive conditions, consumer
tastes, and dlscretlonary spending patterns than restaurants in our existing markets. As a result, we may incur costs
related to the opening, operation, and promotion of these new restaurants that are greater than those incurred in.
existing markets. Due to these factors, sales at restaurants opening in new markets may take longer to achieve
average unit volumes compared with our existing restaurants, if at all, which would adversely affect the profitability
of those new restaurants.

Our restaurants are subject to natural disasters and other events wh:ch are beyond our control and for which
we may not be able to obtain insurance at reasonable rates. ,

We endeavor to insure our restaurants against terrorism, wind, flood, and other disasters, but we may not be
able to obtain insurance for these types of events for all of our restaurants at reasonable rates. A devastating natural
disaster or other event in the vicinity of one of our restaurants could result in substantial losses and have a material
adverse affect on our results of operations.

Our expansion in existing markets may cause sales in some of our existing restaurants to decline, )

Our growth strategy includes opening new restaurants in our existing markets. We may be unable to attract
enough guests to our new restaurants for them to operate profitably. In addition, guests to our new restaurants may
be former guests of one of our existing restaurants in that market, which may reduce guest visits and sales at those
existing restaurants, adversely affecting our results of operations.

If our dlStl"lbul’Ol‘S or suppliers, do not provnde food and beverages to us in a tlmely fashion, we may
experience short-term supply shortages and increased food and beverage costs. ) ..

We currently depend on U.S. Foodserv:ce a natlona] food distribution service company, to provide food and
beverage products to all of our restaurants. If U.S. Foodservice or other distributors or suppliers cease doing
business with us, we could experience short-term supply shortages in some or all of our restaurants and could be
required to purchase food and beverage products at higher prices until we are able to secure an alterative supply
source. In addition, any delay in replacing our suppliers or distributors on acceptable terms could, in extreme cases,
require us to remove temporarily items from the menus of one or more of our restaurants.




Our failure to protect our trademarks, service - marks, or. trade secrets could negatwely affect our competitive
position and the value of the Kona Grill brand. . L, LI et g g

. Our business prospects depend in part on:our ability to develop favorable consumer, recogmtlon of the Kona
Grill name. Although Kona Grill is a federally registered trademark,-our trademarks and service marks could be
imitated in ways that we cannot prevent. Alternatively, third parties may attempt to cause us to change our name or
not operate in a certain geographic.region if our name is confusingly similar to their name. In addition, we rely on
trade secrets, proprietary know-how, concepts, and recipes. -Our methods of. protecting this information may not be
adequate. Moreover, we may face claims of. misappropriation or infringement -of.third parties’ rights that could
interfere with our use of this information. Defending these claims may be costly.and, if unsuccessful, may prevent
us from continuing to use this proprietary information in the future; and may result in-a judgment or monetary
clamages We do not maintain confidentiality and non-competition agreemenits with all of our executives, key
personnel, or suppliers. If competitors independently develop or otherwise obtain access to our trade secrets,
proprietary know-how, or recipes, the appeal of our restaurants could be reduced and our business could be harmed.

et L gt v,
We may require additional capital in the future asa result of changes in our restaurant operatmns or growth
plans, and our lnablllty to raise such capital could harm our operatlons and restrict our growth

7o ke i ' ' 1. e oS

+ ., Changes in our restaurant operations; acceleratton of our - restaurant. expansmn plans, lower than antlmpated

restaurant sales, increased food or _labor. costs,-increased: property expenses, or other events, including those
described in this report, may cause us to seek additional debt or equity. financing:on‘an accelerated basis. Financing
may not be available to us on acceptable terms, or at all, and our failure to,raise capital when needed could
negatively impact our restaurant growth plans as well as our financial condition and results of operations.
Additional equity financing, if available, may be dilutive to, the holders of our common stock. -Debt financing. may
involve significant cash payment obllgatlons covenants, and financial ratios that may restrict our ability to operate
and grow our business.

'f.'. ’ : . L U
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The successful management of our restaurant operations and: growth may suffer because our senior
management team has a limited hlstory of working together. - ... . . .. '

T e * - v, ' DS B .' hr-s:"

Ou.r success depends in large part, upon the services of our senior management team.. Our Chlef Executive

' Officer has held his position for less.than a year and our Chief Financial Officer has been in place for less than three

years. ' Although these individuals have vast business experience, these executives do not have previous experience
with us and we cannot assure you that they will fully integrate themselves into our business or.that they will manage

effectively our-growth. Our failure to assimilate these executives, the failure of our senior.management team to ~

work together effectively, or the loss -of any of these executives, could adversely affect our business, ‘financial
condition, and results-of operations. We do not carry key life insurance on any of our executive officers.

Risks Related To The Restaurant Industry
RV T R AR TR S LY T A :
Negative publicity surrounding our restaurants or.the- consumptlon of beef seafood, poultry, or prodiice
generally, or shifts in consumer-tastes, could negatively impact the popularity of our restaurants,. our sales,
and our results of operations. . r

The popularity of our restaurants in general; and our menu offerings in-particular, are key factors to the success
of our operations. Negative publicity,resulting. from poor. food quality; illness, injury, or other health concerns,
whether related to one of our restaurants or to the beef, seafood, poultry, or produce industries in general (such as
negative publicity concerning the accumulation of carcinogens in-seafood, e-coli, Hepatitis A, mercury-peisoning,
and.outbreaks of “mad cow,” “foot-and-mouth,” or *bird flu” disease), or operating problems related to one or more
of our restaurants, could make our brand and menu offerings less appealing to consumers.: In addition; other shifts
in consumer preferences away from the kinds of food we offer,.whether.because of dietary or other health concerns
or otherwise, would make our restaurants less appealing and adversely affect our sales and results of operations., If
our restaurants are unable to compete successfully with other restaurants in new and-existing markets, our results of
operations will be harmed and we will not achieve proﬁtablhty Co LT

e
it * .
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Increases in the prices of, or reductions in the availability of, seafood, poultry, beef, or produce could reduce
our operating margins and adversely affect our operating results. Co . .

- Our profitability depends significantly on our ability-to anticipate and react to changes in seafood, pouliry, beef,
or produce costs. The supply and price of these items is more volatile than other types of food. The type, variety,
quality, and price of seafood, poultry, beef, and produce is subject to factors beyond our control, including weather,
transportation costs, governmental regulation, availability, and seasonality; each of which may affect our food costs
or cause a disruption in our supply. We currently do not purchase seafood, poultry, beef, or produce pursuant to
long-term contracts or use financial management strategies to reduce our exposure to price fluctuations. Changes in
the price or availability of certain types of seafood, poultry, beef; or produce could affect our ability to offer a broad
menu and price offering to our guests and could reduce our operating margins and adversely affect our results of
operations. . : o

A decline 'in visitors to any of the retail centers, shopping malls, or entertainment centers where our
restaurants are located could negatively affect our restaurant sales.
v ' : ' : ’ i- L ot o S

Our restaurants are primarily located in high-activity areas such as retail centers, shopping malls; lifestyle
centers, and entertainment centers. We depend on high visitor rates at these centers to attract guests to our .
restaurants. If visitor rates to these centers decline due to economic or political conditions, anchor tenants closing in
retail centers or shopping malls in which we operate, changes in consumer preferences or shopping patierns, changes
in discretionary consumer spending, increasing petroleum prices, or otherwise, our unit volumes could decline and

adversely affect our results of operations.: " - !

)
’ L

Regulations affecting the operation of our restaurants could increase our operatmg costs and restrict our
growth. . S

Each of our restaurants must obtain licenses from regulatory authorities allowing it to sell liquor, beer and
wine, and each restaurant must obtain‘a food service license from local health autherities. - Each restaurant’s liquot
license must be renewed annually and may be revoked at any time for cause, including violation by us or'our
employees of any laws and regulations relating to the minimum drinking age, advertising, wholesale purchasing, and
inventory control. ' In certain states, including states where we have existing-restaurants or where we plan to open
restaurants in the near term, the number of liquor licenses available is limited and licenses are traded at market
prices. Liquor, beer, and wine sales comprise a significant, portion of our sales, representing approximately 33%of
our sales during-2006. Therefore, if we are unable to maintain our existing licenses, or if we choose to open a
restaurant in those states, the cost of a new license could be significant. Obtaining and maintaining licenses is an
important component of each of our restaurant’s opérations, and the failure to obtain or maintain food and liquor
licenses and other required licenses, permits, and approvals would adversely.impact our existing restaurants and our
growth strategy.

In addition, the Federal Americans with Disabilities Act prohibits discrimination on the basis of disability in
public'accommodations and employment. Although our restaurants are designed to be accessible to the disabled, we
could be required to reconfigure our restaurants to provide service to, or make reasonable accommodatlons for
disabled persons. . S v o :
Litigation‘ concerning our food 'quality, our employment practices, liquor liability, and other issues could
result in-significant expenses to us and could divert resources from our operations. .- :

1 . b . . .

Like other restaurants, we may receive complaints or litigation from, and potential liability to, our guests
involving food-borne illness or injury or other operational issues. . We may also be subject to complaints or
allegations from, and potential liability to, our former, existing, or prospective employees involving our restaurant
employment practices and procedures. ‘In addition, we are subject to state “dram shop” laws and regulations, which
generally provide that a person injured by an intoxicated person may seek to recover damages from an establishment
that wrongfully served alcoholic beverages to such person.’ Recent litigation against restaurant chains has resulted in
significant judgments, including punitive damages, under “dram shop” statutes. While we carry liguor liability
coverage as part of our existing comprehensive general liability insurance, we may stili be subject to a judgment in
excess of our insurance coverage and we may not be able to obtain or continue to maintain such insurance coverage
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at reasonable costs, if at all. Regardless of whether any claims against us are valid or whether we are liable, our
sales may be adversely affected by publicity resulting from such claims. Such claims may also be expensive to
defend and may divert time and money away from our operations and adversely affect-our financial condition and
results of operations, N .
-
Labor shortages or increases in labor costs could slow our growth or adversely affect our results of
operatlons - . : : A o ..
- N

" Our success depends in part on our ability to attract, motivate, and retain a sufficient number of qualxﬁed
restaurant employees, including restaurant general managers and kitchen managers, necessary to continue our
operations and keep pace with our growth, This ability is especially critical to our company because of our
relatively small number of existing restaurants and our current development plans. If we are unable to identify, and
attract a sufficient number of qualified employees, we will,be unable to open and operate the new locations called
for by our development plaris. ' .

1
-

Competition for qualified restaurant employees in our currem or prospectwe markets could require us to pay
higher wages and benefits, which could result in hlgher labor costs. . In addition, we have a substantial number of
hourly employees who are paid the federal or state minimum wage and who rely on tips for a significant portion of

their income. Government-mandated increases in minimum wages, overtime pay, paid leaves of absence, or health’

benefits, or increased -tax reporting and ,tax payment requirements for employees who receive gratuities, or a
reduction in the number of states that allow tips to be credited toward minimum wage requirements, could increase
our labor costs and reduce our operating margins.

If general economic and political conditions deteriorate, consumer spendmg may decline, which would
adversely affect our sa]es and results of operations.

The restaurant industry is vulnerable to changes in economic and political conditions. In particular, future
terrorist attacks and military and governmental responses and the prospect of future wars may exacerbate negative
changes to economic conditions. When economic or political conditions deteriorate, our guests may reduce their
level of discretionary spending. We believe that a decrease in discretionary spending could impact the frequency
with which our guests choose to dine out or the amount they spend on meals while dining out, thereby adversely
affecting our sates and results of operations. Additionally, a decrease in discretionary spending could adversely
affect our ability to price our menu items at favorable levels, adversely affecting our sales and results of operations.
[0 W 3

stks Related To Ownershlp Of Our Common Stock

.
4-.4,‘

The market price for our common‘ stock may be volatile. | R S e S
i . -« b ’
[ + FER T L3

There was no publlc market for our common stock prior to our initial; public offermg in August 2005 and an
active and liquid public market for our common stock may not develop:or be sustained. This risk is particularly

apphcable to our common stock because of.the thinly traded public market for our common stock. Many factors

could cause the market price of cur common stock to rise and fall, including but not limited to the following:

s our or our competitors’ growth rates in the casual dining segment of the restaurant industry;
' o ' . vl "y :

*  our or our competitors’ introduction of new restaurant locations, menu'items, concepts, or pricing policies; -

s  recruitment or departure of key restaurant operations or'management personnel;

e o

¢ changes in the éstimates of our operatmg performance or changes in recommendatlons by any ‘securities
analysts that may choose to fol]ow our stock;

i

s announcements of i mveshganons or regulatory scrutmy of our restaurant operatlons or lawsuits filed against
us; and




s changes in our accountmg prmmples or accountmg estimates.

e ' ~
¥ -.I." " at ' .

Due to the potentlal volatility of our stock price, we also may become the target of securities litigation in the future.
Securities litigation could result in substantial costs and divert our management’s attention and resources from our
business as well as depress the pnce of our common stock.
) P RANTH G L. -, . .
Our current principal stockhnlders own a large percentage of our voting stock, whlch allows them to control
substantially all matters requmng stockholder approval.
' . T . 1 .

Investors affiliated with our Chalrman President, and Chlef Executive - Officer, Marcus Jundt, together
beneficially own -approximately 26%" of our outstanding-common stock. In addition, three of our directors
(including Mr. Jundt) are affiliated with-MriJundt and Jundt Associates. As a result, Mr. Jundt has significant
influence over our decision to enter ‘into-any- corporate transaction and may have the ability to prevent. any
transaction that requires the approval of stockholders, regardless of whether or not our other stockholders believe
that such transaction is in their own best interests. Such concentration of voting power could have the effect of
delaying, deterring, or preventing a change‘of control or other business combination, which could in turn have an

adverse effect on the market price of our.cotimon stock or prevent our stockholders from reallzmg a premium over
the then-prevailing market pnce for their shares of common stoek ‘ o

L e - _— ,

The large number of shares eligibl'e*for public sale could depress the market price of our common stock.

The market price for our common stock could decline as a result of sales of a large' number of shares of our
common stock in the market, and the perception that these sales could occur may depress the market price. As of
December 31, 2006, we had outstanding 5,847,593 shares of common stock, all*of .which shares are either freely
tradable or otherwise eligible for sale under Rule 144 under the Securities Act of 1933. In addition, we have filed
registration statements to reglster approximately 1,325,000 shares, including approximately 174,000 shares that have
been issued, for future issuance under our stock optron plans and employee stock purchase plan

* J Lrad * 1

We have incurred increased costs ‘as a result of being a 'public company, which may divert management
attention from our business and impair cur financial results. " Co '
v, . S, VL _ : . .
As a public company, weé:have incurred significant legal,' accounting, 'and other expenses that we did not incur
as a private company. In addition; thié" Sarbanes-Oxley Act of 2002, as well as new rules subsequently implemented
by the Securities and Exchange Commission and NASDAQ, have required changes in corporate governance
practices of public companies. We expect.these new rules and regulations to increase our legal and financial
compliance costs and to make some activities more time-consuming and costly. In addition, we have incurred
additional costs associated with our public company reporting requirements.'» We-also expect these new rules and
regulations to make it more difficult and more expensive for us to obtain directors’ and officers’ liability insurance,
and we may be required to accept réduced policy limits and coverage or incur substantially higher costs to obtain the
same or similar coverage. As a‘result! it'may be more difficult for us to attract and retain qualified persons to'serve
on our board of directors or as executive officers: We are currently evaluating and monitoring developments with
respect to these rules, and we cannot predict or estimate the amount of additional. costs we may incur or the timing
of such costs.

' ' LKA ' ".“-.-_Jv O " o Lottt
Failure to achieve and maintain effective internal controls in accordance with Section 404 of the Sarbanes-
Oxley Act could have a material adverse effect on our ability to produce accurate financial statements and on

our stock price.

LTS S "

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002 for the ﬁscal year ended December 31, 2007 we
will be required to furnish a report by our management on our internal control over financial reporting. We have not
been subject to these requirements in ‘the past. The internal control report must contain (i) a statement of
management’s responsibility for establishing and maintaining adequate internal control over financial reporting, (ii)
a statement identifying the framework used by management to conduct the required evaluation of the effectiveness
of our internal control over financial repomng, (ili) management’s assessment of the effectiveness of our internal
control over financial reporting as of the end of our most recent fiscal year, including a statement as to whether or
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not internal control over financial reporting is effective, and (iv) a report by our. independent:auditors.on the
effectxveness of internal control over financial reportmg

%
W .

' To achteve compltance with Section 404'w1thm the prescrlbed perlod,.we are engaged in a process to document
and evaluate our internal control over financial reporting, which is bothrcostly and challenging. In this.regard;. we
will need to dedicate internal resources, engage outside consultants, and adopt a detailed work plan to (i) assess and
document the adequacy of internal control over. financial reporting, (ii) take steps to improve control processes
where appropriate, (iii) validate through testing that controls are functioning as documented, and (iv) impiement a
continuous reporting and improvement process for internal control over financial reporting. Despite our efforts, we
can provide no assurance as to our, or our independent auditors’, conclusions with respect to the effectiveness of our
internal control over financial reporting under Section.404. There is a risk that neither we nor our independent
auditors will be able to conclude within the prescribed timeframe that our intemal controls over financial reporting

b

loss of conﬁdence in the rellabtllty of our ﬁnanc1a1 statements. G

Provisions in our certificate of incorporation, our bylaws, and Delaware law could make it more.difficult for a

third party to acqulre us, discourage a takeover, and adversely affect existing stockholders.

Yoo ' I AR L P
Qur cemﬁcate of incorporation, our bylaws, and the Delaware General Corporation Law contain provmdns that

may have the effect of making more. difficult, delaying, or.deterrmg attempts by others.to obtain.contro] of our

company, even when these attempts may be in the best interests of stockholders. These include provisions limiting

the stockholders’ powers to remove directors or take action by written consent instead of at a stockholders’ meeting.

Our certificate of incorporation also authorizes our board of directors, without stockholder approval, to issue one or

more series of preferred stock, which could have voting and conversion rights that adversely affect or dilute the

votmg power of the holders of common' stock. Delaware law ‘also imposes condrttons on the’ votlng of “control

shares and on certaln business combination transactions with “interested stockholders.” "7 - . 4

-These provisionst and others that cou]d be adopted in the future.could deter unsolicited takeovers or delay or
prevent changes in our control or management, including transactions in which stockholders might otherwise receive
a premium for their shares over then current market prices. These provisions may also limit the ablhty of
stockholders to approve transactrons that they may deem to be in thetr best interests.

i+
v .

Since'we do not expect to pay any dividends for the foreseeable future, holders of our common stock may be
forced to sell their stock in order to obtain a return on their mvestment ’
R R 1) 1 TP S TV A R AN .

-We do not anticipate that we will pay any dividends to-holders of our commion:stock in the foreseeable future.
Instead, we plan to retain any eamings to finance our restaurant operations and growth plans. Accordingly,
stockholders must rely on sales of their common stock after price appreciation, which may nevei occur, as the only
way to realize any return on their investment. As a result, investors seekmg cash dividends should not purchase our
common stock. - . . P

R ) R A R S T A A :
ltem 1B. Unresalved Staﬂ"Camments L v Te ) S

Yoa I R a o Y . . e

‘Not applicable; T . LR = T P H o iy '.
Item 2. Properties

Each of our restaurants is located in a leased facility. As of December 31, 2006, our restaurant leases had
expiration dates ranging from 2008-2022, typically with options to renew for at least a five-year period. Our leases
provide for a minimum annual rent and require additional percentage rent based on unit volume in excess of
minimum levels at the particular location. The leases require us to pay the costs of insurance, taxes, utilities, and a
portion of the lessor’s operating costs. We do not anticipate any difficulties renewing existing leases as they expire.
See Item 1, “Business — Restaurant Locations.”

We lease our executive offices, which are located in Scottsdale, Arizona.

19




Item 3. ' Legal Proceedings -

We are involved in various legal proceedings arising out of our operations in the ordinary course of business,
We do not believe that such proceedings, even if determined adversely, will have a material adverse effect on our
business, financiai condition, or results of operations. :

Item 4. Submission of Matters to a.Vote of Security Holders E
th appliéable. | .
' PART 11 v
1
Item 5. Market for Registrant's Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities : .
' Market Information - . R

Our common stock has been traded on the NASDAQ Global Market under the symbol KONA since our initial
public offering on August 16, 2005 at $11.00 per share. “The following table sets forth high and low sale prices of
the common stock for each calendar quarter indicated as reported on the NASDAQ Global Market.

006 I o - ] 5
FIESUQUATET .oonl e oeeesensennsponspnssssnsses s S $ 1128  § 825
Second quarter...........cocvvnee v et er e serer e ¥ 1310 ¥ 1020
Third QUATET......cciiiii e e 5 1544 ¥ 1185
* Fourth QUANET .....c.covceec i reeertenies e T resins feesieenendenen. 520057 $ 14.53

2005 : o
TRIEA QUATTET ... oo oo es e eeereeeeeeems s eremsees s s s senenseeseneneesee .. $ 13.89 $ 11.00
Fourth qUarter.........c.couveervnn i ererente e e eR s e $ 1141 8§ 725,

On March 9, 2007, the closing sale price of our common stock was $16.18 per share. On March 9, 2007, there
were approximately 42 record holders of our common stock. | i .

Dividend Policy
1

We have not paid any dividends to holders of our common stock since our initial public offering on August 16,
2005 and do not anticipate that we will pay any dividends to holders of cur common stock in the foreseeable future,
but instead we currently plan to retain any eamings to finance the growth of our business. Payments of any cash
dividends in the future, however, is within the discretion of our Board of Directors and will depend on our financial
condition, results of operations, and capital and legal requirements as well as other factors deemed relevant by our
Board of Directors.

»
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Item6.  Selected Financial Data

.

The following selected consolidated financial data has been derived from audited financial statements and
should be read in conjunction with the- consolidated financial statements and notes thereto and ltem 7,
Management’s Discussion and Analysis of Financial Condition and Results of Operations.

-

Year Ended December 31,

2006 7 2005 2004 - 2003 2002
{In thousands, except p.er share data)

Consolidated Statement of Operations Data; } .
Restaurant $ales. .. vninmmimiesmnn: 3 50,693 $ 36,828 $§ 25050 % 16,608 % 9,453
Costs and expenses: B

Cost ofsales l:4,442 - 10,550 7371 ) 4,952 2,852

Labor 15,777 11,123 7.502. 5,165 3,097

' OCCUPANCY «oveviricrinranriasenienissinrissaseas s 3,393 2,466 1,748 1,212 691

Restaurant operatihg EXPEMNSES cevereereerenrerrens l 6,931 ‘ 4,698 3,372 2,304 Ii,383

General and administrative.......coco.occeeveenne 7,155 4,783 2217 2,058 1,639

Preopening expense. ..........c.ceoeerererreezmecnas 2,378 634 880 241 438

Depreciation and amortization ..............oo. 3943 2333 1.26% 823 503
Total costs and eXpenses.....uu s ' 54,019 36,587 24,359 16,695 10,603
{Loss) income from operations .........counveriens . _(3.326) 241 691 8N (1,150)
Nonoperating expense‘s:

INTETESt INCOME....eorerevtrrnssirnst el seneie 936 300 15 3 24

[NTENESt EXPENSE. ..ovvriarrerasreermresensersensrarsasrisns . (294) {841) (375} (263) (127}
(Loss) income from continuing operations ..

before provision for income taxes........cc.c.. {2,684) (300) 3" (347 | (1.253)
Provision for iNCOME LAXES....cvvcvvrrvrrerrscnmernnrre ‘ 60 _83 55 — —
(Loss) income from continuing operations.......... (2,744) (383) 276 (347) (1,253)
{Loss) income from discontinued operations {1). i — — — (319) _ 394
Net (1088} INCOME ... ecrerecers s saresenneres B 2744 ¢ (383) 3 276 §  (666) l $___ _(859)

(1) Represents results of operations and gain (loss) on sale of restaurant concepts other than Kona Grill,
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Year Ended December 31, v
2006 2005 2004 2003 2002
. e - o .,(ln«‘lpousa_nds, except per share data)
Net (loss} income per shar_e_——- Basic: R ol o
Continuing operations...........coivivsriore + 3 1{0.47) 5 a3, 8 019 $ (0.29) 3 {0.90) .
Discontinued Operations ........cocoeveerercveneens — — — {0.22) 0.28
Net (loss) mcomc £ (04D ‘5 (0.13) 3 019 $ (0.46) £ (0.6
Net (loss} income per share — Diluted: (g
Continuing operations.........cccvvccrceccrcene. 3 (0.47) 5 (013 $ 017 § (024 $ (0.90)
F -
Discontinued operations ........c.ovciniiiennnns — - — (0.22) 0.28
Net (loss) mcome‘ 3 (047) § (013 017 5 (0.46) h) lggeg._z)
Weighted average shares used in computation;
BaSIC...cmevveeeeeeeres e vermer et 5.791 3.044 1,460 1,437 1,391
DI, ..ot sinsre e ssnsnons 5,791 3.044 2.815 1437 1,391
- . * . s [ Mol
December 31,
- 2006 2005 2004 2003 2002
. (In thousands)
Balance Sheet Data: -
Cash and cash equivalents........ccoccninicnnnnne $ 1,934 § 4,466 3 3,098 § 3,!07 178
INVESIMEILS ...cvveveeeeee e eeee e b e eeen 14,249 24,200 —_ —_ -
Working capital (JefiCit) .oooovvvvomerremmee oo 9142 24,672 " (261) (218) (2,539)
TOtal ASSLIS ..ottt ecrbecaraens 58,796 52,418 22,413 12,697 6,816
Long-term notes payable, including current . . '_ ! - )
MBLUFTIES 1.vovvrsreanecrssseerereesesrensesessrermasserens " 3,313 4,042 6,236 2,652 2372
Total stockholders’ equity .......ocvvveervrvvrvrnnss 35,822 37,311 6,131 5425 686
1 at ’
: -
v ] oo a
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Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

: You should read the following discussion and analysis in confunction with our. consolidated financial statementis
and related notes contained elsewhere in this report. This discussion contains forward-looking statements that
involve risks, uncertainties, and assumptions. Our actual results may. differ materially from those anticipated-in
these forward looking statements as a result of a variety of ﬁzcmrs mclua‘mg those set forth under Item 14, “Risk
Factors " and elsewhere in this report. T L -

Overview

We currently. own and operate 15 restaurants located in nine states. We offer freshly prepared foeod,
personalized service, and a contemporary ambiance that create asatisfying yet affordable dining experience that we
believe exceeds many traditional casual dining restaurants with whom we compete. Our high-volume upscale casual
restaurants feature a diverse selection of mainstream American dishes as well as a variety of appetizers and entrees
with an international influence, including an extensive selection of sushi items. Our menu items are freshly prepared
and incorporate over 40 signature sauces and dressings that we make from scratch, creating broad-based appeal for
the lifestyle and taste trends of a diverse group of guests. Our menu is standardized for all of our restaurants
allowing us to deliver consistent quality meals. We believe that our offerings and generous portions, combined with
an average check during 2006 of approximately $22 per guest, offers our guesits an attractive price-value
proposition. ‘

We continue to follow a disciplined growth plan focused largely on expanding our presence in new markets. To
date, we have funded our restaurant development, working capital, and general corporate needs with cash flows
from operations, loans from affiliates, the sale of common and preferred stock, receipt of landlord tenant
improvement allowances, and borrowings under equipment term loans. We opened five of our 13 restaurants during
2006 with new restaurants in Dallas, Texas; Lincolnshire, [llinois; Houston, Texas; Oak Brook, Illinois; and Naples,
Florida. We opened one restaurant in Austin, Texas during 2007 and plan to open an additional five restaurants
during 2007, which will significantly expand our presence in new markets. Our goal is for our new restaurants to
generate average annual unit volumes of $4.5 million foliowing 24 months of operations. We believe our typical
new restaurants experience gradually increasing unit volumes as guests begin to discover our concept and we begin
to generate market awareness. Our restaurants are also subject to seasonal fluctuations. Despite our limited
operating history, we have identified that sales in most of our restaurants typically are higher during the spring and
summer months and winter holiday season. o

We experience various trends in our bperating cost structure. Cost of sales, labor, occupancy, and other
operating expenses for our restaurants open at least 12 months generally trend consistent with restaurant sales, and
we analyze those costs as a percentage of restaurant sales. We anticipate that our new restaurants will generally take
several months to achieve operating efficiencies and planned sales levels due to challenges typically associated with
new restaurants, including lack of market recognition and the need to hire and sufficiently train employees, as weli
as other factors. We expect cost of sales and labor expenses as a percentage of restaurant sales to be higher when we
open a new restaurant, but decrease as a percentage of restaurant sales as the restaurant matures and as the restaurant
management and employees become more efficient operating that unit. The majority of our general and
administrative costs are fixed costs. We expecl our general and administrative spending to increase as we add
corporate personnel and infrastructure 10 support our growth and the requirements associated with being a public
company. However, we expect our general and administrative costs to decrease as a percentage of restaurant sales
as we leverage these investments and realize the benefits of higher sales volumes.

Key Measures We Use to Evaluate Our Company
Key measures we use to evaluate and assess our business include the fo]lowing:' ,

Number of Restaurant Openings. Number of restaurant openings reflects the number of restaurants opened
during a particular reporting period.
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Same-store Sales Growth. Same-store sales:growth reflects’ the periodic change in restaurant sales for the
comparable restaurant base. In calculating same-store sales growth, we include a restaurant in the comparable
restaurant base afier it has been in operation for more than 18 months. Same-store sales.growth can be generated by
an'increase-in guest traffic counts or by increases'in the per person average check amount. Menu price changes and
the mix of menu items sold can affect the per person average check amount - .

', LRI

Average Unit Volume. Average unit volume represents the average restaurant sales for all of our restaurants
open for at least 12 months.

Restaurant Operating Profit.  Restaurant operating profit is defined as restaurant sales minus cost of sales,
labor, occupancy, and restiurant operating expenses. - Restaurant operating profit does not include general and
administrative expenses, depreciation and amortization, and preopening expenses. We believe restaurant operating
profit is an important component of financial results because it is a widely used metric within the restaurant industry
to evaluate restaurant-level productivity, efficiency, and performance. ' We use restaurant operating profit as a key
metric to evaluate our restaurants’ financial performance compared with our competitors.

-+ Sales Per Square Foot. Sales per square foot represents the'restaurant sales for our restaurants open for at least
12 months, divided by the total square feet for such restaurants.

Key Financial Definitions

Restaurant Sales. Restaurant sales includes gross food and beverage sales, net of promotions and discounts.

Cost of Sales. Cost of sales consists of food and beverage costs.  ° ’ -
Labor. Labor includes all direct and indirect labor costs incurred in operations, ‘ o

Occupancy. Occupancy includes all rent payments associated with the leasing of real estate; including base,
percentage and straight-line rent, property taxes, and 'common area maintenancé expense. We record tenant
improvement altowances as a reduction of occupancy expéense over the initial term of the lease. ~ -

Restaurant Operating Expenses. Restaurant operatiné expenses consist of all other restaurant-level operating
costs, the major components of which are utilities, credit card fees, supplies, marketing, repair and maintenance, and
other expenses. Other operating expenses contam both variable and fixed components

T
. General and Administrative. General and administrat'iw"e inicludes all corporate and administrative functions that
support operations and provide infrastructure to facilitate our future g‘rowih Components of this category include
management and staff salaries, bonuses, stock-based compensatlon and related employee benefits, travel,
information systems, human resources, trammg, corporale rent, professmnal and consultmg fees, and corporate
insurance costs.

. LI . et P A -

Preopening Expense. Preopening expense consists of costs mcurred prior to’ opening a new restaurant and is
compnsed principally of manager salaries and relocation, payroll “and' related trammg costs for new employees
including practice and rehearsal of service activities, ‘and rent expense’ 'mcurred dunng construction, We expense
restaurant preopening expenses as’incurred, and’we expect preopenmg expenses to be similar for each new
restaurant opening, which typically commences five months pnor to a restaurant opening:

Depreciation and Amortization. Depreciation and amortization’ expense'consmts of the depreciation of property
and equipment and gains and losses on disposal of assets. We currenlly have no mtanglble assets or goodwill

recorded on our consolidated balance sheet. e

Interest Income! Interest income‘consiits of interest earned on our cash and investments. e

i

Interest Expense. Interest expense includes the cost of servicing our debt obligations, including the amortization
of debt discounts.
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The following table Sets, forth certam information regarding our financial performance for 2006, 2005, and

L P RFLER L s T TR T YR YRS TR I 12 MIBGIZS
2004 retreme e R - I2PRATAULS, brig z1200
LRN 8.8¢ 288 U OO VRO L TP e aaisa’to 1200
» :_’ 2.0t [NE3 cerereenressrmsesseresinns Year Ended Dmmber_“ aode]
i‘},t . _ Va V. «r 2006+ 2005 {Jl'lt 2004
’_.U R AT AL L T <RI Frrm o0 i oYYy
Restautint sales. g’roiwth.—. ............ BOC " w7900 019 2557000 J61i8 5p e,
Same store sales GIOWh(L). ..o .oyese e enr LT g1 @5 bis degrygdio - loubi e,
Average it volum'e (1'11 thousands)r(Z)(. I 4 768 3‘”’3“‘"4 5335 bns $‘1353479
Sales’ per square; foot (2)....- ...... -...-.\. .*.' .......... $ 678 §; '5-""'”70213 oms:qos 77‘
Restaurant operatmg proﬁt (in thousands) 3).. $ 10 150"0”*‘3| § piry 5,097 10DBg5% 057
ReStaurant operatmg proﬁt asa percentage of sales (3) =20: 0"/]'0”’*”"'{0 r2 7(ymo.)m (3‘20 2%
poamicpm Codnm. At
N Same store sales growth reflects the penodlc change in restaurant sales_for the comparable restaurant
__base. lIn‘"i:a]culatlng -sarne-store: sales_growth; we include a réstaurant in the comparable restaurant base
tifter it has beentifi‘operation for mofe than 18 months. o,
“ s e rear wivirhA Aiwotd 91082
3 Includes only those restaurants open for at least 12 months....3....oviennny sEmssizel] gninainsd
€ OO PP et asmmsqo
(3):R Restaurant operatmg profit is_not_a’financial measurement’ detennmed in! accordance  WwithZgenierally
¥ accepted accounting principles ("GAAP") and should not be considered in isolation-or as an alternative to
income , from operations. Restaurant operating profit may.not be eomparable to the same or similarly
utled measures computed by other companies. The table below sets forth the Company s calculation of
restaurant operating profit and'a reconciliation to (loss) ihcome from operations, the most comparable
GAAP measure.
Vearli cA D bar ST Gt wal o oot Thnaor 3
_ Year Ended December 31,
"y et N Roumy oUW ) ' . .'!l'.'u Iy f. TR = PR
IR . HT TR .:U'J'}a"" e, T e ' o -u.'";....20506 2005 2004 © — e
T e N RN o T ~(In thousands) o '
st cr e eceon d Bl REPEEEESE -V A . W
Lo Restaurant sa‘!es G o . A$ 50,693 . $ 36 828 $ 25 050 e
Wre Costs and expe’r}ses‘.,.‘.1..I.._..'......._.l.‘..._ ...... e oy : .
" Costof saleSi 14,442 10,550 7,371
£ LADOT oot Sy 15,777 L 11, 123 ‘7‘502 -
Clifin .,‘ e, e l3 393‘ e 2466"" - 1,748 B
ono. . v)R‘estaurant operatmg expenses Y 6931 .i 4 698 (33727
» Restaurant operating proﬁt .......... LA 10,150 2991 991 . 50877
s NI!)educt—other costs ‘and expenses.. . “h . o e ’
R rm.l“General and admmlstratwe : ; € 7,155 - 4,783 T 2217
o Preopening’ expense...................' .............................. 2,378 634 880
Depreciation and amortization.........oveeeeeeececeneneeens 3,943 2,333 1,269
. n.(Loss) income fromoperations ..o it i $(3326) 0 B 240§ QQ i
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Restaurant Operating Expenses. Restaurant operating expenses as a percentage of restaurant ‘salés! incfeaséd
0.9% to 13.7% during 2006 from 12.8% during 2005, pnmanly as a result of increased expendttures for advertlsmg
‘and ‘marketing:initiatives\thigher:costs for-utilities'and additioral staff. training costs ot et gidat grnwetloh o T -
2ITOMLON 12 15 oren
 General and Admzmstrauve General and administrative expenses increased by $2.4 million to $7.2 million
during 2006_from® $4. 8imilliod during 2005. The $2.4'million increase was primarily attnbutable to $1.2 million
related to the planned addition of corporate’personnel and infrastructure to support our ' growth strategy and a full
year of reportmg and compliance costs associated with being a public company, a net increase of $0!8 million.in
stock-based compensanon‘ expense attrlbuted 'to the expensing of stock options, and $0.4:million:of) separatron costs
related to the retrrement of our former president and chief executive officer., General and admmlstratwe €XPENSES as
a percentage of restaurant sales'were 14 l%’dunng 2006 compared 1013, 0% during 2005: i io 170,
L JRUNE ru.u 1(; ooz .
-oeen g UE rre - W10de
Preopenmg Expense Preopemng expense mcreased $l 8 mrllmn to $2 4 mrlhon durmg 2006 from $0.6 rmlhon
during 2005 The mcrease'm preopening expense primarily, relates. to, the.opening;of five restaurants (during 2006 as
compared 'to two restauranjts during 2005;|in ‘addition’to,.$0.3, million .of; -ipreopening ,expense,-for restaurants
scheduled to open in the first half of 2007. Preopening expense in, 2006 also includes $0.5, million-of rent expense
required to belexpensed under der FSP FAS¢No. 13-1, Accounting for. Rental LCosts;Incurred;Durmg a Construction
Period. Prior to, '2006 rentalncosts incurred d durmg a constructron perrod were capitalized and amortized over the
initial term of the lease agreement, LRI e SO0 1D T TS IRIO L
2L v.0 (0.9) crmroerenr s IO RIS0 PF ) 2000001 ('30.1)
Depreciation and Amortization. Deprec1atlon and amortization expense increased, $1;6 million;101$3.9 mtlllon
during -2006 from $2:3 million during- the; prior year._ The increase was, pnmanly .the - resulttofxthe additional
depreciation z}nd amortrzatton on five restaurants opened in 2006 and two restaurants. opened durmg thle third quarter.
of 2005, as well- as accelerated deprecratton 'related to the retrofit; of our exrstmg restaurants'[wrth anew pomt of sale

.....

2006 from 6.3% Jdurlng 2005'} The percentage mcrease 1s pnmarlly due to hlghersaverage\caprtal expendltures for
two restaurants opened i in the Ch:cago market during 2006 and lower than average sales volumes at our Sugar Land,

P *) iAg
Texas restaurant'as well 45 the accelerated’ deprec1at1on related to the point-of sale’ system 1 distussedlabove. .
g

Interest Income. Interest income of $0:9 ThillionTduring 2006'in¢éds¢d!$0:6 million\ from- 2005 pritnarily*die to
interest income earned from the investment of proceeds from our initial public offering completed in August 2005.
moi} SQUS yniwb neitlim 1.022 o2 HNT.TE 19 soilfim €. Ell& ‘(d bezeztoni zobrz insuisizes il mmumwﬁ
oWl Inreres.r Expense'llnterest*expe'ﬁse '&as $0 3‘"mrll1on durmg 2006 compared’to $0 8 mrlllon dunng the prior year,
The' "decrease’is pnmanly""due 16 a $0 3'm1]l|on non-cash’charge 10 interest expense ‘Tecorded durmg 2005! fromfthe
Tonversion of ourlcornvertible ?ubordmated promlssory “hote! i in° addltron"to a reduct1on'I of intérest' expense"on thrs
note that was converted into common StG¢K BroT 16'6Ur ifitial Public o ffefing 0bs ni TS ylstsmirotcgs Yo szcoroni

o ?Prowsmn for Im:mm1 Taxes UGy provrsnon‘for income taxe§i\$¥a’é‘f’$60 000° du'hn"g32006 comparedxto‘ $83, 000
dunng 2005 ‘Dﬁfihg’l2006 A drdfﬁot mcur T’ federal meome tax‘llabllrty ard dunng 20053we tecorded'a federal
iNCoMmE taX llablllt")'i"df-$16’000’related o federal altematlve mlmmum taxes""Durmg-ZOOﬁ and 2005}‘we’recorded
Hate income S (AXe 6 $60, 000 and $67‘000’ respectwely" for states’ nl"whrch 710 sthfe et Gperating 108 carryforwards

Eist AL DECEMBEF 31, 2006 1tWel xd! fedéral st Sperating1o%s' canforwards‘Gf S 1176 15000 Fvailable! to o ffsét
future taxable income, subject to certain limitations. - 2IMETUAIZIT 10 13 193559 9w 2amwlev 2slsz

gnirh ¢ "S.08 micedl 8008 aniuh o1 1L of buzgetoni esise 1npwstea To agsinsonin & 28 avansTxo 10ded " odnl
e Year, Ended Decemberlﬂ,.2005_,Campared,w:th Year, Ended December, 31,J2004mm,.,q og & w2RgINE i T 2008

“po 2g CNS onnwb amewsza wen ows of bomqrr-oa 28 a{)os gritb a.mmumam waa svit anirago Yo Jusqmi od) -hrn
mm,Resrauram .gales LRestaurantha]es mcreasedtbyt$ll 8. m11110n,; or147 O/o,‘to_,$36 8_,m|lllon dunngLZOOS from

)

restaurants during the second half of 2004, a $2. 4 mllhon increase related 1o two restaurants opened dunng the third
quarter;of 2003,;and-a $0.8 million;increase;related to,a 4.2% increase, in;same store sales. 1890200 @uatnmn0
2008 bes
Cost of Sales. Cost of sales as a percentage of restaurant sales decreased to 28.6% during 2005 from 29.4%
during 2004, The reduction in cost of sales as a percentage of restaurant sales was primarily the result of continued
focus on efficient operations and realization of economies of scale in the purchasing of food and beverage products
as weli as more favorable seafood and produce pricing.
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Labor. Labor expenses as a percentage of restaurant sales increased to-30.2% during 2005- from 29.9% during
2004. This i increase was primarily due to higher compensation costs for restaurant managers and the impact of our
Sugar Land restaurant which had lower initial sales and high labor costs: ™ ' - -

Occupancy. Occupancy expenses as a percentage of restaurant sales decreased 0.3% to 6. 7% during 2005 from
7.0% during 2004. The slight decrease as a percentage of restaurant sales was primarily due'to more favorable lease
terms for recemly opened restaurants and increased same store sales Wthh Ieveraged the ﬁxed pomon of occupancy
€xpenses. ; o ’ : : deeont

< | T [P

Restauram Operating Expenses. Restaurant operating expenses as a percentage of restaurant sales decreased
0.7% to 12.8% during 2005 from 13.5% during 2004, primarily as-a result of lower expenditures for advertising and
marketing initiatives, partially offset by higher costs for utilities.

s it . ' ° Y] Tt .

General and Administrative. General and administrative expenses increased by $2.6 million to $4.8 million
during 2005 from $2.2 million during 2004. The $2.6 million increase-was primarily attributable to approximately
$1.2 million as a result of the addition of executive management and corporate personnel, $0.2 million non-cash

compensation expense associated with the accelerated vesting of employee stock :options, and approximately $1.2 .

million as a result of the addition of infrastructure to support our growth strategy and preparation to meet the
reporting and compliance requirements of a public company. General and administrative expenses as.a percentage of
restaurant sales were 13.0% during 2005 compared to 8.8% during 2004.
LN R S A I ' M
Preopening Expense. Preopening expense decreased $0.3 million to $0.6 million during 2005 from $0.9 million
during 2004. The decrease is primarily a result of opening two restaurants during 2005 compared tq'opening three
restaurants during 2004, o T

Depreciation and Amortization. Depreciation and amortization expense increased $1.0 million to $2.3 million
during 2005 from $1.3 million during 2004. The increase was primarily the result of the additional depreciation and
amortization on three restaurants opened during the second half of 2004 ‘and the two restatirants opened during the
second half of 2005. Depreciation and amortization expense as a percentage of restaurant sales increased 1.2% to

6.3% during 2005 from 5.1% during 2004." Thé' percentage increéase’ was primarily ‘the result of higher average
capital expenditures and lower restaurant sales for our recently opened restaurants.

R PR I Ca

- Interest Income. Interest income of $0.3 million reflects interest earned from the mvestment of proceeds from
our mmal publlc offering’ completed in August 2005, ' roe o

ey e T i H . ' e FaT e P N Tm

Interést Expense Interest’ expense increased to $0.8 millién during 2005 from-$0.4 million during 2004. Thé

increase was primarily the result of a'$0.3 million hion-cash ‘charge to interest expense from the conversion of our’

convemble subordinated promlssory note'and new restaurant equlpment loans borrowed during 2005.

’ N L A T PR

Prowszon Jor Income Taxes. During 2005, we recorded an expense of $67,000 related to state income taxes
payable and a $16,000 federal income tax liability related 10 federal alternative minimum taxes. We utilized federal
net operating loss carryforwards available to offset our federal income tax obligation. During 2004, we utilized
federal net operating loss carryforwards available to offset our federal income tax obligation and we recorded an
expense of $55,000 related to state income taxes payable. Tax expense results from state income taxes due to mutti-
state operations in states where no state net operating loss carryforwards exist. As of December 31, 2005, we had
federal net operating loss carryforwards of $705,000 available to offset future taxable income, subject to certain
limitations.
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Potential Fluctuations in‘Quarterly Results and Seasonality e '

P

Our quarterly operating results may ﬂuctuate mgmf" cantly as a result of a vanety of factors 1ncludmg the
following:

general economic conditions;

_ timing of certain holidays;

timing of new restaurant openings and related expenses;

', e .
;

restaurant operating costs and preopening costs for our newly-opened restaurants, which are often

materially greater during the first several months of operation than thereafter;
t. o, vy f

labor availability and costs for hourly and management personnel; . T R .

profitability of our restaurants, especially in new markets;

increases and decreases in comparable restaurant sales; -

impairment of long-lived assets and'any loss on restaurant closures; : T e

changes in borrowings and interest rates;

¢

weather conditions or natural disasters;

o o . L0

. ., ) . 1 E L Lo e Tt
new or revised regulatory requlrements and aCCOUntlng pronouﬂcements;

T ' [

changes in consumer preferences and competltlve condmons and. o ,

I . P o,

fluctuations in commodity pfices.

Our business is also subject to seasonal fluctuations. Historically, sales in most of our restaurants.have been

higher during the spring and summer months and winter holiday season. Consequently, our quarterly and annual
operating results and comparable restaurant sales may fluctuate significantly as a result of seasonality and the factors
discussed above. Accordingly, results for any one quarter are not necessarily indicative of results to be expected for
any other quarter or for any year and comparable restaurant sales for any partlcular future penud may decrease. In
the future, operating results may fall below the expectations of our investors. In that event, the pnce of our common

stock would likely decrease. . ) <

v Y
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Quarterly Results of Operations STV

The following table presents unaudited consolidated statements of operations data for each of the eight quarters
in the period ended December 31, 2006. We believe that all necessary adjustments have been'included to present
fairly the quarterly information when read in conjunction with our annual financial statements and related notes. The
operatmg results for any quarter are not necessanly indicative of the results for any subsequent quarter.

Quarter Ended ' Lt ,
2006 2005
March31l  June30  Sept. 30 Dec. 31 March 31  June30  Sept.30 - Dec.3t
(In thousands, except per share data)

Consolidated Statement of

Operations Data: ¢ ' - s - CoE CHE G AR
Restaurant sales.........coeeiimcrnenennes $10,194 $11,877 $13,812 $14,810 - $8,011 $8,919 $9,455,  $10,443
Costs and expenses:

Cost ofsales 2,895 3,299 3,962 4,286 2,335 2,554 2,699 2,962

Labeor... wereererre e ranstsrsasasas 3,153 3,578 4,311 4,735 2,509 2,558 2,873 3,183

Occupancy rerrrerin 706 812 205 970 582 591 600 693

Restaurant opcratmg expenses ..... 1,446 1,480 1,909 2,096 975 . 1,032 1,195 1,496

Genera! and administrative........... 2,014 1,625 1,713 1,803 1,214 1,177 1,019 1,373

Preopening expense...........fuveee 291 - 689 491 907 7 100 - 462 65

Depreciation and amortization ..... _7130 . 823 1,157 1,233 _51F 538 t 602 682

- 14 1 -
Total costs and eXpenses ...........ocerv - 11235 ° _ 12,306 14,448 16,030 8133 8,550{ . 9450 10,454
' ! LS LI ' . ot e

{Loss) income from operations......... (1,041)y =+ - (429) (636) {1,220) ' (122) 369 5 (1)
Nonoperating expenses:

Interest iNCOME .....vcvcireecascnrenias 237 246 240 213 2 3 91 204

- Interest expense ..
(Loss) income bcforc provision for

. E + ! ot
Jln_comc taxes.. (883) (253) {468) (1 075) (304) 193 {300) B
Provision for i]ncomg 1AXES oevenrenene. ______i 45 — 10 o l8 ] 59

ceoe 19 __(li) O PA R ".(5_&) (184 (79 (396} . (82

Net (loss) inCOmME ...ovvernens

Net (loss) income per share: 2
0 - T R SR

Dituted ool

$ 52
Weighted averagc shares used in . . ‘

computation
Basic ..

" Di Iuted

LA "v B v oe B

31 3193 5805 2834 La63 1,463 3470 2,680
ENE G .k é&lé&‘léﬁ_i 22 A0 3899

. - o . .
' P . J . . ’ A +

Liquidity at;d Capital Resourceé - ‘ ' — .

Oiir prlmary hqu1dlty and ‘capital requirements have been for new restaurant development workmg capltal and
general corporate needs. Prior to our initial public offering, our main sources of liquidity and capital were cash
flows from operations, loans from affiliates, the sale of common and preferred stock, receipt of landlord tenant
improvement allowances, and borrowings under six separate equipment term loans. We believe the proceeds from
our initial publlc offering in August 2005 and cash gencrated from operations will be sufficient to meet our capltal
requlrements through 2007. Beyond 2007 addltlonal financing will be needed to fund working capital and restaurant
devclopment and we intend to secure such ﬁnancmg during 2007. Changes in our operating plans acceleration of
our expansion plans, lower than anticipated sales, increased .expenses, or other events, mcludlng those described in
Item 1A, “Risk Factors” of this report may require us to scek additional debt or cqulty financing on an accclcrated
basis. Fmancmg may not bé available on acceptable terms, or at all, and our failure to raise capital when needed
could impact negatwely our growth plans financial condition, and results of operations. Additional equity ﬁnancmg
may be dilutive to the holders of our common stock and debt financing, if available, may involve significant cash
payment obligations or financial covenants and ratios that may restrict our ability to operate our business.
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Equipment Loans S Ce

%

As of December 31, 2006, we had five equipment term loans with lenders, each collateralized by restaurant
equipment! The.outstanding principal balance under these loans aggregated $3.3 million. The loans bear interest at
rates ranging from 7.0% to 8.5% and require monthly principal and interest payments aggregating approximately
$71,000. The loans mature between June.2010 and June 2012. - The loans also require us to maintain certain
financial covenants calculated at the end of each calendar year, and we were in compliance with all such financial
covenants as of December 31, 2006.. -

'Cdsi;Flaws - o e

The following table summarizes our primary sources and uses of cash during the periods pfesen'g'ed (in
thousands). ' ' L

Year Ended December 31,
2006 ) 2005 2004
""'Net cash provided by (used in): N : i Y
Operating activities . _ $ 8666 - $ 5288 § 5288
Investing activities . . : (10,758) (32,702) - (9,254) |
~ Financing activities (440) 28,782 . 3,957 .
~ Net (decrease) increase in cash and cash equivalents §  (2,532) $ 1,368 $ 9)

) s . ‘ : s
Operating Activities. During 2006, net cash provided by operating activities was $8.7 million principally

due to the amortization of deferred rent, depreciation and amortization, an increase in accounts payable and accrued
expenses, and non-cash stock compensation, partially offset by our net loss of $2.7 million, an increase in
receivables primarily relating to tenant improvement allowances and an increase in other current assets. Durlng
20035, net cash provided by operating activities was $5.3 million primarily duve to depreciation and amortization,
amortization of deferred rent, collections of tenant improvement allowances, and non-cash compensation expenses,
partially offset by our net loss of $0.4 million and payments of accounts payable. Net cash provided by operating
activities in 2004 was $5.3 million consisting primarily of income from operations, depreciation and amortization,
increases in accounts payable and accrued expenses, and collections of $2.1 million tenant improvement allowances
from the three restaurants opened during 2004, partially offset by increases in other current assets. T

. Investing activities. We fund the development and construction of our new restaurants primarily with cash and
short-term investments. Net cash used for investing activities was $10.8 million during 2006, reflecting $20.8
million for the funding of construction in progress and the purchase of property and equipment, the majority of
which related to our five restaurant openings in 2006 and planned restaurant openings in 2007. Investing activities
during 2006 also include proceeds of $10.0 million from the sale of investments to fund this construction. Net cash
used for investing activities was $32.7 million during 2005 of which $24.2 million was used to purchase investments
from our initial public offering proceeds and $8.5 million pnmanly relates to the funding for our two restaurants
opened in 2005. During 2004, net cash used in mvestmg acnvmes was $9.3 million primarily reflecting the fundlng
of three restaurants opened durmg that year and expendltures to acqulre hquor hcenses for those restaurants.
' Financing Activities. Net cash used in ﬁnancmg actmnes was $0.4 mllhon dunng 2006 pnncnpally consxstmg
of $0.7 million of principal payments on our equipments loans, partially offset by $0.3 million in proceeds from the
issuance of common stock from the exercise of stock options and stock issued under our employee stock purchase
plan. Net cash provided by ﬁnancmg dctivities was $28.8 mllhon during 2005 consisting primarily of $28.1 million
net proceeds from our initial public offering and $1.1 million proceeds from equipment loans less $0.6 miillion of
related principal payments. Net cash provnded by financing activities ‘was approx1mately $4.0 million dunng 2004,
whxch consisted primarily of the issuance of our convertible subordmated promlssory note and proceeds from
eqmpment loans offset by payment ofa pronussory note and prmcnpal payrnents on equlpment loans.

&
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fAggregate Contractual'Obligations' By o015 mesh WAL« s i sl b b sdositons boa eflues 180948
Yaczs s dlbveens amdd ssdre Al no::sltqo bCUﬂ.JhQu tu* Tl ol s elyliin W on ZOGLRTLTRS W roled
{{=rThe followmg fable sets: forthour. tontractual Commitments as oﬁDecember 31 ’i2006 (in thousands) Aratn NI
ne qlidpin ewiuisuosnizy il Yomotisldind . Sl et o ks Y ool o ,M,L e mjse o i Braoar
[orrid 5 2p e inoss e aogy ~2n-‘wth:~.a$ 40 rﬁ‘bsaj,t‘_t-‘vl,.a uf;‘fl, l-‘!‘l.l.Paym@;nts due by perde J|_ hine esismite
a-lzsn*s:. e RO R G R ang*fr.b fm:arth*n.ym Tsfeliibbs o o.‘n W ik Ladruees i) Shen it ed s 501 Moredah

s e gt o0t e Hhevl a:)‘l'"c’ufgr. ["""I o LE“!’.‘““_*n: Terel AR s <l ".‘EEE
Cuntractunl Obhgatlons T S T Total . year «+1-3 years,, -3-Syears r,years
f it e wcir o Corfeity i ud g Coa BRI TL T S
Long-term notes payable, ‘mcludmg current pomonl s soum § . 613 % .1,380 »c&}_wll,l 88 $ “3 132
Operatmg leases ! e 471667 4,293 9,377 9466 24,53)
Yioh 3d .‘uj \.\L.gmqmw DL ULV LS .vdSEI' [SIE IRV B I]lida T .: o

(2Total; =3z $50,980., ;,‘s 24906, ,510757 o "$.10,6%4., s 24166345

ot "1 ' 4 bt i g"l.lln‘meb_ﬂ. M Bu st oAl s o SR ad ot 0 L Lo
We-have: evaluated and determmed that=we do not have any purchase obl1gat10ns as,deﬁnedlm the SEC F mal Rule

EOSEUGERRE Y ‘ ea_-z. Mﬁmﬁ*ﬂqu cﬁ'l.?uz‘.,ﬁi.a Uik ?saébf
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Off- Balance Sheet Arrangements

LI

bz .Jl'{_f_ﬂlﬂ September 2003, ;we sold the assetsiof Saki}s;Pacific,] Rim, Café 3 We contmue to be. ﬁnanma]ly,responmble
iforithe,lease paymentsnnqthe event the- -purchaser [defaults on: the lease.~pThe, lessor has:obtamed-certam ;personal
guarantees, of. the)lease -payments; from the purchaser’s; ownerstshould itheyfail to perform under,the;lease AThe, total
:remaining-lease; paymems[due,under. the lease approximated: $l3 000, at;December, 31,-2006.4The, lease explred in
January 2007. We did not fund any payments;under, tluslguarantee R beao ¥ :rw 1215573 ni “u:sn Tive nm-r,:,o
ey Jen CFAST et thaempiveraa T U IN AL IR
lmPﬂCt of: lﬂﬂatlonm.a et e mearEzerio s Llh*né’q'e oo ol s e z"m'h'mumm R W
17 BoamersiiB ok iy beburer. el nandrs. Jn.ﬂ')ﬁagﬁimcﬁu . b ‘u.:nl & ,_m,clml‘erlj ucl‘a 54 9y 1970° It
We believe that our results,of,operations:are not! materlally, 1mpacted by;moderate changesi in: the ‘inflation: ;rate:
Inflation and: changing prices did not have.a material impact on ouroperations. durmg 2004,"2005! or 2006. Severe
increases.in.inflation, however' could affect;the’ globaliand U. S. economies and could have an adverseumpact on our
business, ﬁnanc:al condition, and results of operatlons
(Jabietod 2t taniiey s88MIT Winitifidi:l ¥ L i {iFr2bst To en,.ml ﬂ*llldm Detar bau. ) :ifﬂu.-r‘.t'aél“ghlvd Ty SNF
[Critical Accounting Policiests s An ofdsw ity 2 8¥Lrsmasal 1s il L{l""lm.}fx - -:m,i Sty .c.Fhéjl Yortd geotaes
hrs 2uao-qusy b W ddmaile L ook souBsi Ao lml:“t‘.al,m.x_,,qm gt M.Ll,u a.m,. difes *tx‘ﬁ‘)ahl git buh tp’i no
sy weCritical ; accountmgnpollues are,those}thatlwetbeheve are’; most)lmportant to the*portrayaliof ourm" nanCIaI
'condition and resuits of operations.and also requtre our\most dlfﬁcult subjectwe or. complex Judgmems s udgments
10T, uncertamtles , regarding;the! appllcanon 'of these, pol1c1es may,] result fin: matenally,dlfferent amoun151bemg reported
underlvanous condmonsmr using.différent- dssumptions.iWe, consider’ ‘the followmg policies: to" be, the:most critical
in understandmg the Judgment that is involved in preparing our consolidated fi nanelal statements. .
o connaupsinod xst soonl swn bomsqxa ‘o) 10} besingosyt min wmhdnti bhup elsees s smooni bome®s
nintig Property:and:Equipment 3. . o gids 23chiwnfoodnuil: Mlouwlis? ponasrsitih YT bris .—.h‘rrmo’lmm
o orld bositson od ot ton nsd) dmil srom bomsh 918 tedt 2tueze xe) bansteh 10? badeildares 916 200aswolls
.Xi ,,{We irecord-all« propertyeandlequlpment atncost:less;accumulated deprecmtlonl fand [weselectusefulslivesythat
‘reflectithe actualiecondinic:livesiof the undérlying ‘assets. wWe:amdrtize; leasehold: improvements aver the’ shorter. of
the :useful llife of thesassetior:the relatedtlease termflisWescalculate; deprec1at|on usmg:thelstraxght-lme ‘miethod for
ﬁnanclal statement; L;purposes: LiWe capnahze imiprovements-and:expefisé répairs and:mainténance "costs- asnncurred“
tWe:are, oﬁen requ1red-to exercise'judgment:iniour; deuswn,whethento capitalize:an’ ‘assetior/experise. an expenditure
:that;ls,for,:malntenancezand repalrsllsOuriudgmentsrmay. produce matenally,.dlfferentvamounts vofrepairfand
‘maintenance or.depreciationiexpense:if different-assumptionsiwere usednisTe62 'to ailuear wo no.tosomi svilsgan
oot Rk Exoe Jiiizon {eionsnil 1o eneitmego to atluest wo o tosgmi aldervel & sve bluo.'.- tisirv
.We periodically perform asset impairment analysis of property and equipment related to our restaurant
Iocatlons We ;perform:these:tests; when we: experience a-‘itriggering’xevent such as:a major.change-1ma‘locat10n s
operatmg env1r0nment,¢orlother event thatvmlghmmpactfour}ablllty to-recover our.asset:investrnént.«§This' process:
trequ1res ithe,use of.estimates-and: assumpuons‘whlch are'subjectito.a:high:degree’ of judgment’!1f these; assumpuons-‘
“change in! thesfuture,.we,may}be required-to,record:impairment charges:forithese assets:g Also, iwe have'a;policy’ofs
‘reviewing thelfinancialioperations of our restaurant;locations ‘on at:least-a:quarterly:basis. ‘Locations that do not meeti
:expectations;are:identified:and: monitored- closely«throughout the’ year: Primarily;in’ the;fourth‘rquarter'-wewewew
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develop:new, restaurantsmAlthough the,cost,of ,restauranticonstruction:willynot*impact-significantly the-operating’
results of' the restaurant it -wouldlimpact the return:on;investment;for.such restaurant. 3 COULEOY el ik als
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wage’ dlrectly affect our:labor:costs:zMany. of our leaseswequlre us'to:pay. taxesrmaintenance; repdirs insurance’and:
utilitiés +alh of Which. are :generally subject.to: inflationaryrincreases isWe believe inflation:hasinotchad armaterial:
impact on'our'results of opérations in"'reeentnyears enciigmuers Lvifsaidue ot ui esgneiD souvisgxs Too ol o
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page F-1 of this report, which ﬁnanclal statemem notes, and repoit are;in¢orporated heréin by reférence. b~ nu 13
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We have evaluated, ,w1th the part1c1pauon of ourlchxef Executwe Officer-and Chief Financial Officer, the
effectiveness: ofxour,(disclosure‘controls.and procedures, as,of»Decemberﬁl »2006.2:Based_on:this, evaluation; our
Chief - E:q:ecut1\.'e.1,0fﬁcerJ and .;Chlef.rF inancial, Offi icer have ;each‘ concluded? that\ourmdlsclosure ycontrols.cand
procedures areTeﬁ'ectwe ‘to- ensurexthat weyrecord,,process ~summanze,pand-[reportd1nf0rmat10nzrequ1redLto be,
disclosed-by - us,m.our;reports ﬁled under theLSecumles s;Exchange;Act within theytime;periods, specified; by, the;
Secunnes,and ‘Exchange . Comm:ssmn s rules’ and,forms {;Dm1ng1theff scal ;year covered: byjthis report; lthere,have
not been any changes.in our;internal controls,over,financial.reporting that have materiallyatfected,.or;are reasonably
likely fo materially affect, our internal control over financial reporting.
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PART 111

Item 10. Directors, Executive Officers and Corporate Governance ~ =+~ ' v v 1o 0

The information required by this Item relating to our'directors. is incorporated herein by reference to the
definitive Proxy Statement to be filed pursuant to Regulation 14A of the Exchange Act for our 2007 Annual
Meeting of Stockholders. The information required by this Item relating to our executive officers is included in

“Business — Executive Officers.” .
o 4

R .t . - ¢ cy -
. . I L4 I B . ’ ' . r .

Item 11. Executive Compensation

The information required by this Item is incorporated herein by reference to the definitive Proxy Statement
to be filed pursuant to Regulation 14A 0f the Exchange Act for our 2007 Anhual Meeting of Stockholders.
. Loe e 1 R e i L T . A

Ttem 12, Security Ownership of Certain Beneficial Owners and Management and Related Stockholder

Matters

The information required by this Item is incorporated herein by reference to the definitive Proxy Statetmient
to be filed pursuant to Regulation 14A of the Exchange Act for our 2007 Annual Meeting of Stockholders. o

' . F LI . PR * . B '
Item 13. Certain Relationships and Related Transactions, and Director Independence . .
’ ]

The information required by this Item is incorporated herein by reference to the definitive Proxy Statement

to be filed pursuant to'Regulation 14A of the Exchange Act for our 2
TS . . e C ot . Lo

l'tem 14, Principal Accountant Fees and Serviceé SR .

v

007 Annual Meeting of Stockholders.

. 2 .
The information required by this Item is incorporated herein by reference to the definitive Proxy, Statement
to be filed pursuant to Regulation 14A of the Exchange Act for our 2007 Annual Meeting of Stockholders.
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Item 15.

PART IV

Exhibits,Financial Statement Schedules S s o C

-{a) The following documents are filed as a part of the report: - T Y o '

.

N Lo . S et | YT - oo R

(1) Financial Statements : P, Cor S C e

Financial Statements are listed in the Index to Consolidated Financial Statements on page F-1 of this repo‘rt.

R | H :
b - H Lo

(2) Financial Statement Schedules

No financial statement schedu!es,are mcluded because such schcdules are not appllcable are ot required,
or because required information is included in the cofsolidated financial statements or notes thereto.

. . LI
A [ . [

(3) Exhibits

Exhibit
Number

3.1
32
4.1
42
43
44
10.1(a)

10.1(b)

102

10.3
10.4

10.5
10.6(a)

10.6(b)
10.7(a)
10.7(b)

10.8(a)

10.8(b}

10.8(c)

10.9
10.10
10.11

'Exhibit S ' S “,” .
s ' RALII 3

Amended and Restated Certlﬁcate of [ncorporatmn of the Reglstrant (2)
Amended and Restated Bylaws of the Registrant (2) S

Form of Common Stock Certificate (3)

. Kona Grill, Inc. Stockholders’ Agreement, dated August 29, 2003.(3) + .. -r:

Kona Grill, Inc. Series A Investor Rights Agreement, dated August 29, 2003 (3) -

Amendment No. 1 to Kona Grill, Inc. Series A Investor Rights Agreement, dated May 31, 2005 3)
Employment Letter Agreement, effective May 1, 2004, between the' Company ‘and C. Donald
Dempsey (1)

" Amendmient to Employment LeuerrAgreement effective May 1; 2004 between the Company and

. C: Donald Dempsey (1) oo : Lot
Mutual Wajver and Release of Claims, effective December 1, 2004 between the Company and
Chandler (1)

Employment Agreement, effective October 1, 2003, between the Company and Jason . Merritt (1)
Employment Letter Agreement, effective October 15, 2004, between the Company and Mark S.
Robinow (1}

Common Stock Purchase Warrant dated July 23, 2004 in favor of Richard J. Hauser (1)

Loan Agreement, dated May 19, 2003, between GE Capital Franchise Finance Corporation and
Kona Grill Kansas City, Inc. (1)

Promissory Note, dated May 19, 2003, issued by Kona Grill Kansas City, Inc. in favor of GE
Capital Franchise Finance Corporation (1)

Loan Agreement, dated April 30, 2004, between GE Capital Franchise Finance Corporation and
Kona Grill Las Vegas, Inc. (1)

Promissory Note, dated April 30, 2004, issued by Kona Grill Las Vegas, Inc. in favor of GE Capital
Franchise Finance Corporation (1)

Form of Equipment Loan and Security Agreement (i} dated as of September 2, 2004, between Kona
Grill Denver, Inc. and GE Capital Franchise Finance Corporation; (i) dated as of December 31,
2004, between Kona Grill Omaha, Inc. and GE Capital Franchise Finance Corporation; and

(iii) dated January 21, 2005 between Kona Grill Indiana, Inc. and GE Capital Franchise Finance
Corporation (1)

Form of Equipment Promissory Note, each in favor of GE Capital Franchise Finance Corporation
(1) dated as of April 22, 2005, issued by Kona Grill Omaha, Inc.; and (ii) dated as of May 20, 2003,
issued by Kona Grill Indiana, Inc. (1)

Equipment Promissory Note, dated September 17, 2004, issued by Kona Grill Denver, Inc. in favor
of GE Capital Franchise Finance Corporation (1)

Lease Purchase, dated December 26, 2001, between the Company and Bank of America, N.A. (1)
Kona Grill, Inc. 2002 Stock Plan {as of November 13, 2002) (1)

Kona Grill, Inc. 2005 Stock Award Plan (2)
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Exhibit CLo :

Number Exhibit ,

10.12 Kona Grili, Inc. 2005 Employee Stock Purchase Plan (amended as of August 15, 2005) (5)

10.13 Supply Agreement, dated May 13, 2002, between Kona Grill Inc. and U.S. Foodservice (2)

10.14 Separation Agreement, dated as of January 31, 2006, between the Company and C. Donald
Dempsey (4)

10.15 - - Form of Stock Option Agreement (2005 Stock Award Plan) (6)

10.16 Employment Agreement dated as of September 26, 2006, between the Company and Marcus E.
Jundt (7) o

21 List of Subsidiaries : ) )

23 Consent of Independent Registered Public Accounting Firm Caed :

3.1 Certification of Chief Executive Officer pursuant to Rule 13a-14(a) and Rule 15d- 14(a), ;
promulgated under the Securitics Exchange Act of 1934, as amended.

31.2 Certification of Chief Financial Officer pursuant to Rule 13a-14(a) and Rule 15d-14(a),
promulgated under the Securities Exchange Act of 1934, as amended.

321 Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the

. Sarbanes-Oxley Act of 2002. .
322 Certification pursiiant to 18 U. $.C. Section 1350, as adopted pursuant to Section 906 of the -

Sarbanes-Oxley Act of 2002.

(N Incorporated by reference to the Reglstrant s Reglstratlon Statement on Form S-1 (Reglstratlon No. 333-
125506), as filed with the Commission on June 3, 2005.

(i) Incorporated by reference to Amendment No. 1 to the Registrant’s Reglstratlon Statement on Form S-1
(Reglstratlon No 333-125506), as filed on July 8, 2005.

(3) Incorporated by reference to Amendment No. 2 to the Registrant’s Registration Statement on Forrn S-1°
(Registration No. 333-125506), as filed on July 21, 2005.

(49)  Incorporated by reference to the Registrant’s Current Report on Form 8-K, as filed on February 3, 2006.

5 Incorporated by reference to the Registrant’s Registration Statement on Form S-8 (Registration No. 333-
127593), as ﬁled with the CommlsSlon on August 16, 2005

(6) - . Incorporated by reference to the Reglstrant s Quarterly Repart on Form 10-Q for the quarter ended March
31, 2008, as filed with the Commission on May 8, 2006

(7 Incorporated by reference to the Registrant’s Current Report on Form 8-K, as filed on September 28, 2006.
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Signatures ER
H S

Pursuant to the requlrements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the reglstrant
has duly caused thlS report to be 51gned on, its behalf by the undersngned thereunto duly authonzed

R e L KONA GRILL, INC. T oo L
o st Marcus E. Jundt . )
vt o «+ = ..+ - MarcusE. Jundt. . Lh S
Chairman of the Board President, and
. Ch:ef Executive Officer PR .
Date: March 13, 2007 R B 2 T S

N b

Pu}suant to the requ:rements of Securmes Exchange Act of 1934 thlS report has been 51gned below by the
following persons on behalf of the reglstrant and in the capacity and on the dates mdlcatecl :

H . - .
’ . P “

Signature = . . . T Capacig y - '_ . ‘!' i Date . .
/s/ Marcus E. Jundt. ., > -1,., ~n . _ .Chairman of the Board, Presaldent and "_ 'Mavri:h'l?:, 2007
Marcus E. Jundt " Chief Executive Officer . . e e e

./s/ Mark S. Robinow ., . .. ... Executive Vice President, Chief = | Mgrgh'lg, 2007,
Mark S. Robinow Fmanmal Ofﬁcer and Secretary “ ;,f‘.: o ,.."I ,

'

(Prmc:pal Accountmg and”
. , Financial Officer)

R N LTt S A U TR TS . Co
. Croy ey e D ey ey
/s/ Mark L. Bartholomay Director March 13, 2007
Mark L. Barthélomay * - -~ "+ ¥ 1t e ] " . P, ' . - \
Lt [ PO LT I e . o
/s/ KentD. Carson '+ - . .. Ditector . . . . v 1roope .March 13,2007
Kent D. Carlson _
.o e AR R S A T N T LT O L “
. b, W A , I T
/s/ Richard J. Hauser Director i March 13, 2007
Richard J. Hauser - oA T T e e T [ S e
IR S PRI T AP AT S A o
/s/ Douglas G. Hipskind 1" . A iDirector . . - v, &4, -+ March 13,2007 .
Douglas G. Hipskind '
s/ W. Kirk Patterson | Director ' ' March 13, 2007
W. Kirk Patterson '
/s/ Anthony L. Winczewski Director March 13, 2007

Anthony L., Winczewski
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Report of Independent Reglstered Public Accounting Firm

The Board of Directors and Stockholders of Kona Grill, Inc.

We have audited the accompanymg consolidated balance sheets of Kona Grill, Inc. as of December 31, 2006 and
2005, and the related consolidated statements of operations, stockholders' equity, and cash flows for each of the
three years in the period ended December 31, 2006. These financial statements are the' respon51bll1ty of the
Company's management. Our responsibility is to express an opinion on these financial statemnents based on our
audlts : -

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain- reasonable assurance about
whether the financial statements are free of material misstatement. We.were not engaged to perform an-audit of the
Company's internal control over financial reporting. Our audits included consideration of internal control over
financial reporting as a basis for désigning audit procedures that are appropriate in the circumstances, but not for the
purpose of expressing an opinion on the effectiveness of the Companys internal control over financial’ reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the' accounting principles used and significant
estimates made by management, and evaluating the 'overall fi nanc1al statement presentation. We bel:eve that our
audits provide a reasonable basis for our oplmon

In our opinion, the financial statements referred to above present fairly, in all material respects, the consolidated
financial position of Kona Grill, Inc. at December 31, 2006 and 2005, and the consolidated resuits of i its operations
and its cash flows for each of the three years in the period ended December 31, 2006 in eonformlty w:th u.s.
generally accepted accounting principles.

As discussed in Notes 2 and 11 to the consolidated financial statements, Kona Grill, Inc. changed its method of
accounting on January 1, 2006 for Share- Based Payments in accordance with Statement of Financial Accounting
Standards No. 123 (revised 2004) and for rental ‘costs incurred during the construction period in accordance with
FASB Staff Position 13-1. L . .

o0 [ . ot
[T | R

i o . /s/ Ernst & Young LLP - -

Phoenix, Arizona
March 6, 2007 -




KONA GRILL, INC.
CONSOLIDATED BALANCE SHEETS
(in thnusands, except share data)

T EEY AP S H R N LT
December 31, - . -
2006 2005
' D L O O ASSETS. . . . — ]
+ Current assets . T L
Cash and cash equwalents ................................... e b sttt e Raan bt $ 1,934 $ 4,466
lnvestmgnts......Q................... et gt 14,249 24,200
RECEIVADIES 1.veccvarivemsecsserreeruesssansassvesasbanasennensassses boboasssrresses et st s bessssrnsenssnsmssns 949 97 °
OthET CUITENE BSSELS vevvvvvereeneeeseieenssssesisssessesseseessesasssemsessesses s sssarsesssecasessssenss 741 564"
TOLA] CUITENE ASSEIS...uiveerrereererirsereesrsiineseseemenessmsssssssaossstonssresamssesnns 17,873 29,327
T OMBET ASSELS ...leeeeee 0 e emeeeeen s B et et e © 407 474
» ‘Property and equlpmem‘ (= T SO TR JOOUR ORI 40,516 - 122,617 .
Total assets-........ ORI PO OO, L O LR T SO PP PPN X ‘$. 58,796 -+ $52,418 «
' T, o BT i 3 ' e ' -
: G e, L ‘LYABILITIES AND STOCKHOLDERS’ EQUITY
« Current liabilities: o e , . . o
Accoums PAYADLE o e et e § 45616 § 1,599,
. Accrucd BXPEISES 1.vutemrneuesenesereeserstrarsrssstonrsnsess oot eserg e nessan b b s s ens e ensrsenessrrgaaens 3,5(_52 2,327,
Currcnt portion of notes payable ...... ST AT S sprepeanins . 613 729
Total current liabilities ' . 8,731 4,655 .,
Notes payable.....c..ccnviniicnnenee 2,700 3,313
. Deferred rent ..o 11,543 7,139
Total liabilities 22,974 15,107
: ]
Commltments and contingencies . y .
Stockholders’ equity: .
Lo Preferred stock, $0.01 par value, 2,000,000 Shares authonzed none issued at” b
* " " December 31, 2006'and 20,000,000 shares authonzed none |ssued at~"f e - A
S December 31, 2005 .t evecrenien ekl T S OSIOTR RO NSO ' O -
Common stock, $0.01 par value, 15,000,000 shares authonzed, 5,847,593 shares '

issued and outstanding at December 31, 2006 and 40,000,000 shares authorized,

5,706,420 shares issued and outstanding at December 31, 2005.........covinriininnias 58 57
Additional paid-in €aPIAl ........cocoovrirrrnii e e 41,722 40467
Accumulated deficit......c.crerirrneriinns Tedirersdbrnridierens e b s frsnee e rassarrsseers e esnanne seane (5,957) (3.213)

Accumulated other cOMPreNensive 1oss.. v s ) -
Total stockholders’ eqUIL ..ot 35,822 37,311
Total liabilities and stockholders’” €qUILY .......ccvimiiiisiinc e sis s eeeneas $ 58,796 $52,418

See accompanying notes to the consolidated financial statements.




KONA GRILL INC. e . . ?

. CONSOLIDATED ST{\TEMENTS OF OPERATION C :
(in thousands, except per share data) ]
’ ! ' " i YL i :‘,,‘Year_ Ended December 31, - &
T [T 2 B AR R e et Y 2006 s e 2005 2004
T SR R T N ST L m
REStAUTANT SAIES ...oo.ocoeoe et ece st eressrersseesssreseasnessenmsmeorstesssssssnins D 50 693 $ 36,828 $ 25,050 ;
Costs and expenses: . , L - -

- - vt ’ L
COSEOF SAIES...ccooeroeessvvsssssseessssss e rrassssssenreesens e 14,442 10,550 S 1,371,
LaB0T et eeteeree s e st srmnsbeseesrsonasrnesstaes e ernensasnanseeneennesanrats — 15,777 11,123 L .11 )
OCCUPANCY .ovevanereressnrassssssrassensssrssessasessmecssicsusssisasssnsens - 3,393 2,466 1,748 .
Restaurant operating expenses ; 6,931 4,698 3372,
General and adminBISITALIVE ..ovevvrviveeceeee e rerssiesmcssesnssssmsssares SRR 7,155 4783 Lo 2,217
PIOOPERNG EXPENSE 1rvrvvvevrevecereresssssssssassssessenereessssrssssies ‘ : 2,378 634 - - "880
Depreciation and amortization e 3,943 . 02,333 1,269 «~
Total costs and eXpenses .........c... R 54,019 S 36,587 . . e 24,359 000
(Loss) income from operations .... (3,326) 241 o 601 -
Nonoperating expenses: ’ -

TOEIEST NCOME...oevvvernrcvesiecessessisssenssmssnessasesrsssensssessssresesssessasssessbassosss 936 300 D '
(294) (841) .. , . (B15)
(Loss) income before provision for income taxes .. (2,684) . (300) . . . . 1331

Provision for income taxes.. _ gy . . 55 ..
Net (loss) income............................‘ ............................................................ oS (2744) § (8 03 - 276

Net (loss) income per share: . ' T

5 (047) £ _(0.13) SR ]
5791 3,044 1,460
5,791 3,044+ 0 . 2,815..

I [
c
: . |
See accompanying notes to the consolidated financial statements
! ! » '
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KONA GRILL, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY
(in thousands) '

.
' ©

] ‘ Senes A Accumulated
. L - Convertible Additional Other
‘ Preferred Stock Common Stock Paid-in ~ Accumulated  Comprehensive
Shares Amount Shares Amount Capital Deficit Loss Total
Balances at December 31, 2003 ....... 4,167 $ o 1,460 s 15 3 B474 % (3,106) s — 3 5,425
Issuance of commen stock from . :
exercise of stock options and . . L . . )
WAITAMS...oeecveees RO — — 3 — 30 — — 30
Beneficial conversion feature C '
and detachable warrants on ‘ : -
convertible subordinated . . .
promissory note....... . — - — = 400 . - — 400
Net income ., — o — — — — 276 . — 276
Bnlsncd at December 31,2004 ........ 4,167 42 1463 . 15 . 8,904 (2,830) . -— 6,131

Conversion of convertible

subordinated promissory note

10 COmmMOn StOCK Lvveiveicvreerienars, — — 500 5 2,995 — — 3,000 .
Conversion of Series A C ’

convertible preferred stock to . : :

COMMON SLOCK ......eesoreresvssrirnern (4,167) @2) 833 8 34 - — -
issuance of common stock upon .

initial public offering, net of

$3,562 of offering expenses......... — — 2,875 t29 128,034 — — 28,063

Issuance of common stock under
the Employee Stock Purchase
Plan and exercise of stock

options and warrants... rerenns = - — 35 — 156 l — ” — 256
Issuanice and accelerated vcsm'.g of . '
stock options as compensation..... — — — — 244 = — 244
NEEI08S.1er v ceveenseressessssesesse s — — — — — (383) — (383)
Balances at December 31, 2005....... ] v - 5,706 57 40,467 (3,213) — 37,311
Stock-based compensation A
CXPEIISE 1iitiamnemmvmceesmenesrismssia st — — — — T 967 — — 967

Issuance of common stock under
the Employee Stock Purchase Plan

and exercise of stock options and . ‘ . .. .
— — 142 ‘ o 288 — — 289
Net 1085..000.uee — — — — — (2,744) - {2,744)
Unrealized holding loss, ngt............. - — — = — — 1 (1
Comprehensive 1085.......oovveniinnnne (2,745)
Balances at December 31, 2006 ....... — 5 — 5,848 3 58 3 41722 § (5,957) § (1) § 35822

See accompanying notes to the consolidated financial statements.
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IR
: KONA GRILL INC
CONSOLIDATED STATEMENTS OF CASH FLOWS
(in thousands)

Lo

Year Ended December 31,

. o C ' 2006. 2005 2004
Operating activities : T . ,

Net (LOSS) INCOME .....ooeoiiiiirs e e s s . 5. (2,744 $ . (383). § 276
Adjustments to reconcile net (loss) income to net cash provided by = . _ '
operating activities: S ' ' o
Depreciation and amortization...........cv e mol 3,943 2,333 " 1,269

Compensation expense for issuance of stock options and e B o
accelerated vesting of Stock OPHONS .oe.cvcvcvrcrerconrimscrrcrenccrrens 967 L 244 ' —
Amortization of debt diSCOUNt .......oveviireieenecsinn — 343 57
Change in operating assets and liabilities: . s
RECEIVADIES ...cucevveesirir e e ans s et e (852) 1,247 (904)
Other current assets............. reeeeenredveressesreiae e nee nerenthaions N (Y B . {119 . (225)
Accounts payable ..o . . 1,950 (583) . 872
Accrued eXPenses. ..o niininnnnene 1,175 560 YL
Deferred rent......ooeeinveerireneeeriinns 4,404 1,646 3,369
Net cash provided by operating activities............ 8,666 - 3,288 . 5288

Investing activities

Purchase of property and equipment (20 775) ‘ (8,513) (9,065)
Decrease (increase) in other assets .. ) 67 ° 11 ’ (189}
Net proceeds on purchase and sale of short term mvestments e e 9050 (24,200) ‘ -—
Net cash used in investing BCHVILIES ..o L e it 3 O (10,758) (32,702) (9,254)
Financing activities R ' e o : L .
Proceeds from issiuance of notes payable . el s — e 1,094 . 5495 .,
Repayments of notes payable........... N S OO ST USROS - {729y ,, . .- (631) (1,568) .
Proceeds from issuance of common stock, net of issuance COSts......... R .. 28,063 —
Proceeds from issuance of common stock under the Employee '
Stock Purchase Plan and exercise of stock options and warrants......... 289 256 30
Net cash (used in) provided by financing activities... (440) . 28,782 3 957
Net {decrease) increase in cash and cash equlvaienls ........................ . CoEs3yt 38 T - ()
Cash and cash equivalents at the beginning of the yéar . 4,466 W 13098 ° 3,107 ¢
Cash and cash equivalents at the end of the year...'.-..-.i .......... R T8 11,934 - v S 4,466 $ 3,098 -
. t [ ' v, _ v AL . ! . 4

Supplemental disclosures of cash flow information -+ . o ' . . - '
Cash paid for INTEresl.. . .ovverveorerirceeremicsiesisnins Cereerereerenenn revennes S . 8 294 - % 498 ~ § - 343
Noncash investing and financing activities o R R o e e L o
Conversion of convertible promissory note to preferred stock............., $ — .5 . 3,000 s . —
Increase (decrease) in accounts payable related to property and . o o e e

equipment additions ... $ 1,067 "% 7T (604) 5 6i1°
Beneficial conversion feature and detachable warrants on .

CONVETTIBIE NIOME.....oe.vvrevsvvenssssassrrensnsrne e resnnssion e iesesrsiansranns $ - $ — 8" 400

"o, : I

See accompanying notes to the consolidated financial statements.
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KONA GRILL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2006 .

1. Organization and Description of Business

Kona Grill, Inc. (referred to herein as the “Company” or in the first person notations “we,” “us,” and “our”
owns and operates upscale casual dining restaurants under the name “Kona Grill.” We completed our initial public
offering during August 2005, issuing 2,875,000 common shares 'at an offering price of $11.00. As part of the
offering, all outstanding preferred stock was converted into shares of commen stock. The Company’s common
stock trades on the NASDAQ Global Market under the symbol “KONA.”

2. Summary of Significant Accounting Policies
Basis of Presentation

The accompanying consolidated financial statemnents include the accounts and operations of the Company and its
wholly owned subsidiaries, All significant intercompany balances and transactions have been eliminated in
consolidation. . : :

Cash and Cash Equivalents

Cash and cash equivalents consist of cash, money market funds, and highly liquid short-term fixed income
securities with a remaining maturity of 90 days or less when acquired. Amounts receivable from credit card
processors are also considered cash equivalents because they are both short-term and highly liquid in nature and are
typically converted to cash within one business day of the sales transaction. Under the Company’s asset
classification practices, when there is no legal right of offset against cash balances in a specific financial institution,
uncieared checks are classified as accounts payable. Uncleared checks totaling approximately ‘$640,000 were
included in accounts payable as of December 31, 2006.

Investments : . .-

We follow Statement of Financial Accounting Standards (“SFAS”) No. 115, Accounting for Certain
Investments in Debt and Equity Securities, classifying our investments based on-the intended holding period. We
currently classify our investments as available-for-sale. Available-for-sale securities are carried at estimated fair
value, based on available market information, with unrealized gains and losses, if any, reported as a component of
stockholders’ equity. Investments consist primarily of auction rate municipal securities, government bonds, and
corporate securities that are highly liquid in nature and represent the investment of cash that is available for current
operations. Although original maturities of our auction rate securities are generally longer than one year, we have
the right to sell these securities each auction date subject-to the availability of buyers. ~Interest rates on these
securities reset at every auction date, generally every seven to forty nine days, depending on the security,

Inventories

Inventories consist of food and beverages and are stated at the lower of cost or market using the first-in, first-out
method. Inventories are included in other current assets in the accompanying balance sheets.

Property and Equipmient -

Property and equipment are stated at cost less accumulated depreciation. We capitalize all direct costs on the
construction of leasehold improvements. Leasehold improvements are amortized over the shorter of the useful life
of the asset or the related lease term that includes reasonably assured lease renewals as determined on the date of the
acquisition of the leasehold improvement. Repair and maintenance costs are expensed as incurred. Other property
and equipment is depreciated on a straight-line basis as follows: Furniture and fixtures, seven years; Computer and
electronic equipment, three years. China and smallwares are depreciated over two years up to 50 percent of their
original cost, and subsequent additions are expensed as purchased.

We evaluate property and equipment for impairment whenever events or changes in restaurant operating results

indicate that the carrying value of those assets may not be recoverable. The assessment of impairment is performed

F-7




KONA GRILL, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

on a restaurant-by-restaurant basis. If indicators of impairment are present and if we determine that the carrying value
of the restaurant assets exceeds the projected future undiscounted cash flows, an impairment charge would be

recorded to reduce the carrying value of the restaurant assets to its fair value. We have not recorded any impairment
charges with respect to our property and equipment. 4

Deferred Rent

We lease our restaurant locations under operating lease agreements with initial terms of approximately/10 to
15 years. Most of these agreements require minimum annual rent payments plus contingent rent payments based on
a percentage of restaurant sales which exceed the minimum base rent. Contingent rent payments, to the exient they
exceed minimum payments, are accrued over the periods in which the liability is incurred. Rent expense associated
with these contingent payments is recorded prior to the achievement of specified sales levels if exceeding such
amount is considered probable and is estimable. The lease agreements typically also require scheduled increases to
minimum annual rent payments. For leases that contain rent escalations, we record the total rent payable over the
initial lease term (including the construction period) on a straight-line basis over the life of the initial lease term.
Any difference -between minimum rent and straight-line rent is recorded as deferred rent. Deferred rent also
includes tenant improvement allowances which are amortized as a reduction of rent expense on a stralght -line basis
over the initial term of the lease.

For leases that commenced subsequent to January 1, 2006, straight-line rent expense incurred from the date of
possession to the restaurant opening date is recorded as preopening expense in accordance with Financial
Accounting Standards Board (“FASB”} Staff Position No. 13—1, Accounting for Rental Costs Incurred During a
Construction Period (“FSP FAS No. 13-17). For leases that commenced prior to January 1, 2006, rent expense
incurred from the date of possession through the completion of construction was capitalized and included in
property and equipment and amortized over the initial life of the lease.

v

Revenue Recognition”

Revenues from food, beverage, and alcohol sales are recognized when payment is tendered at the point of sale.
Revenues from gift card sales are recognized upon redemption. Prior to redemption, the outstanding balances of all
gift cards are included in accrued expenses in the accompanying consolidated balance sheets.

Sales Taxes .
Revenues are presented net of sales taxes. The obhgatlon is included in accrued expenses unnl the taxes are
remitted to the appropnate taxing authorities.

Preopening Expense

Preopening expense, consisting primarily of manager salaries, advertising, travel, food and beverage, employee
payroll and related training costs incurred prior to the opening of a restaurant, are expensed as incurred. Also, as a
result of the adoption of FSP FAS No. 13-1 on January 1, 2006, straight—line rent recorded for the period between
the date of possession and the restaurant opening date, Wthh generally approximates five months, is-included in
preopening expense. As a result of the adoption of FSP FAS No. 13-1, our preopening costs .were increased by
approximately $510,000 during 2006.

Advertising Expense

Advertising costs are expensed as mcurred Advertising expense for 2006 2005 and 2004 was $739,000,
$467,000 and $637,000, respectively, and is included in restaurant operatmg expenses in the accompanying
consolidated statements of operations. :

Income Taxes

We utlllze the liability method of accounting “for income taxes Under the liability method deferred tax assets
and liabilities are computed at each balance sheet date for temporary differences between the consolidated ﬁnanc1al
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. KONA GRILL, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS = {Continued)

statements and tax basis of assets and liabilities that will result in taxable or deductible amounts in the future based
on tax rates in effect in the years in which the temporary differences are expected to affect taxable income.
Valuation allowances are established when necessary to reduce deferred tax assets to the amounts that will more
likely than not be realized. o

Stock-Based Compensation

We maintain stock option plans which provide for discretionary grants of incentive stock options, non-qualified
stock options, restricted stock, and other types of awards to employees; consultants, and non-employee directors.
We account for stock-based compensation utilizing the fair value recognition provisions of SFAS No. 123R, Share-
Based Payment. See Note 11. :

+

Net Income (Loss) Per Share

In accordance with the provisions of SFAS No.'128, Earnings Per Share, basic net income (loss) is computed
by dividing net income (loss) by the weighted -average number of common shares outstanding during the period.
Diluted net income per share for 2004 includes the dilutive effect of the convertible subordinated promissory note
using the if-converted method, and potential warrant and stock option exercises calculated using the treasury stock
method.

o : : ST ' Year Ended December 31,

o . ) b 2006 2005 2004

) ’ ' - (In thousands, except per share data)

Numerator: ’
Net (loss) income available to common stockholders ............ - (2,744) $ (383) 3 276
Interest and amortization expense related to convertlble o '
subordinated promissory note, net of tax........ccocoecrevvnnn —- — 189
$ (2,749) $ (383) % 465
Denominator: . . . : :
Weighted average shares — T T O eeeeeeeenns ' 5,791 3,044 1,460 "
Effect of dilutive securities: ' ! -
Stock options and WaITANLS.......c.c..ceeuvcrereereoneresensninrerennens — — 22
Series A preferred Shares........oooveiereinneecenenescereneene — — 833
Convertible Shares ... — — 500
" Weighted average shares — diluted........ oo AT ' 5,791 3,044 2,815
Net (loss) income per share: : )
BaSIC ....cvvri ittt st et b s en et s 5 (047 $ (013 § 019
Dlluted etereeeareetereerreeere s te e e antereiatas eererrrrereraeeraenras 2% (0.47) $ (.13 § 017

* At December 31, 2006, 2005, and 2004, there were 631,589, 475,879 and 122,068 steck options outstanding and
235,000, 250,000 and 58,900 warrants outstanding, respectively, for which the effect of issuing these options and
warrants were excluded from the calculation of diluted net (loss) income per share because they were anti-dilutive.

Comprehensive Income (Loss)

Comprehensive income (loss) is defined as the aggregate change in stockholders’ equity, excluding changes in
ownership interests. Comprehensive-loss reported in the accompanying consolidated statements of stockholders
equity includes net income (loss) and unrealized-gains or losses on available-for-sale securities.

Fair Value of Financial Instruments

The carrying amount of receivables, accounts payable, and accrued expenses approximates fair value because of

the immediate or short-term maturity of these financial instruments. Thé fair value of long-term debt is determined
using current applicable rates for similar instruments and approximates the carrying value of such debt.
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~ KONA GRILL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

Concemmtmn of Credtt Risk : R S T

ot - . L s ‘
- ’ *

Financial instruments that potentlally subiect us to a concentration of credit risk pnncnpally consist of cash and
cash equivalents, investments and accounts receivable. Concentration of credit risk is limited by diversifying cash
deposits among a variety of high credit-quality issuers. At times, cash and cash equivalent balances- may be in
excess of the FDIC insurance limit. Concentration of credit risk for our investments is limited by diversifying
investments among a variety of high credit-quality issuers. We are also subject to a concentration of credit risk with
respect to amounts receivable from landlords for tenant improvement allowances. No allowance for doubtful
accounts has been recorded as coltection of tenant improvement allowances is considered probable.

UseofEsti'mates ' . ) N L L

The preparation of financial statements in conformity with U.S. generally accépted accounting principles
requires management to make estimates and assumptions that affect the amounts reported in the consolidated
financial statements arid accompanying notes. Actual results could differ from those estimates,

Reclassifications

I B

Certain prior year amounts have been reclaSSIﬁed to conform to the current year presentatlon

E r . . R |
e i .

Recent Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretation No. 48 (“FIN 48”), Accounting for Uncertainty in Income
Taxes — an interpretation of FASB Statement No. 109, which clarifies the accounting for uncertainty in tax
positions. FIN 48 prescribes a recognition threshold and measurement attribute for the financial statement
recogmtlon and measurement of a tax position taken or expected to be taken in a tax return. . In addition, FIN 48
requires expanded disclosure with respect to the uncertainty in income taxes and is effective for our 2007 fiscal year.
We are currently evaluating the impact that FIN 48 will have on our cqnspl[daged financial statements.

In September 2006, ‘the FASB issued SFAS No. 157, Fair Value Measurements. SFAS No. 157 clarifies the
principle that fair value should be based on the assumptions market participants would use when pricing an asset or
liability and establishes a fair value hierarchy that prioritizes the information used to develop those assumptions.
Under the standard, fair value measurements would be separately disclosed by level within the fair value hierarchy.
SFAS No. 157 is effective for financial statements issued for fiscal years beginning afier November 13, 2007, and
interim periods within those fiscal years, with early adoption permitted. We have not yet determined the 1mpact if
any, that the implementation of SFAS No. 157 will have on our consolidated finanicidl statements.

3. lnvestment's' ' - :

Thp following is a summary' of available-for-sale securities (in thousands): -

- Gross Unrealized - Estimated Fair "
Adjusted Cost . Losses . . Value . '
December 31, 2006 ) .. . ' : C.
Auction rate municipal SECUTTHES ....ovvvvrvrvrvrrerererererenins $ 10,600 $ . —. %, 10600
Government bonds...........ccovvvvinvininininienr e 3,000 - () 2,999
Corporate SECUNMLIES ..o rsiisee e ne et se e e e s 650 . — 650
$ 14,250 $ (n 3% 14,249
December 31, 2005 _
Auction rate municipal SECUIIIES ..cevivververeerrrerrereens $ 24200 3 — 3 24,200
$ 24,200 $ — % 24,200
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KONA GRILL; INC.
NOTES TO CONSOLIDATED FINANCIAL- STATEMENTS — (Continued)

The original maturity date for our government bonds and corporate securities is one year or less. Although
original maturities of our auction rate securities are generally longer than one year,” we have the right to sell these
securities each auction date subject to the availability of buyers. The ongmal maturity dates for these investments
ranged from 2029 to 2044 at December 31, 2006. ,

g ™ . o ]
4. Receivables -L-i . ' .
Rece-ivables conslisted of the following (in thousands): | o . .. - Yo
R . . . . ' B . .o R December 31,, ; L
2006 2005

Landlord tenant 1mprovement AlIOWANCES ... $ 852 § v b

181412 SRR ereeeinteie e e et et eAbe et be s e b e e bt e b basabesntn 97 91

P : v < 3 949 § . 97

Ch amg e . .. - —

No allowance for doubtful accounts has been recorded as collection of tenant improvement allowances and other
receivables is considered probable,

5. Property and Equlpment

o b, . o o

Property and equipment cons1sted of the following (in thousands)

December 31,
S ' ST 2006 2008
Leasehold improvements®...........0... el s reenes . % 34,169 $ 20,191
EQUIPMENt .....cvccvervicrenretesierieernns ' : 8,732 5718 7
Furniture and ﬁxtures ............ TR A everered e, s e * 2,565 ' 1,505 -
) S ‘ 45466 27,414
Less accumulated depreciation and aMOTHZAtON ... . weeve.t oo seveeeseseneee (9,300) (5,755) °
_ . ‘ 36,166 21,659,
ConsStruction in Progress .......... e SO 4,350 ' 958
| o L . Lo $ 40516 ' S 22,617
. : i - v ' . [N
6. Accrued Expenses . _ : g 5 . oo,
, e I TP . ) P
" Accrued expehsgs'coqsi_steéo}f‘@hg following (in thousands): ., o o . ‘. t
December 31,
2006 2005
Accrued Payroll......iiiisier $ 1471 % 798,
SalES LAXES ..eiveveiirere et et et asa b st e ba b ' 485 299
Gift cards... 372 395
Business and income taxes ....... eeeraenrnens et e e tere et eatbaanas 297 284
ACCIUEH TEIL....iveiieieeiccecrnreeieest st e e se s e st ss s e s se s e b sasssns et asssbsntonsanarseasas 166°. " 7 126°
OHNET ..evecrereereesrriries e teesressts seesmesrnsse e sas e e e s tesaee e saeesnssssesssassssasasasesnsnsnsanes .- 711 . . 425
e ! ' : : $ 3,502 $ 2327
t Vo




-KONA GRILL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued)

7. Notes Payable

T
Notes payable consisted of the following:
; C o o ey : o - December 31,
IR - T 2006 - 2008
. ' Lo ’ o -« (In thousands)
$1,000,000 equipment loan, collateralized by certain restalrant assets ofthe ' =
+ ~iCompany, payable in monthly installments of $15,521including interest - * '
at 7.87 percent, until October 2011, at which time all remaining : o '
principal and interest is due and payable ... $ 747 3 869
$1,000,000 equipment loan, collateralized by ¢ertain restaurant assets of the * b
.Company, payable in monthly installments'of $15,526 including interest '~ v
at 7.88 percent, until May 2011, at which tlme all remammg prmcnpal ) - -
-and interest is due and payablen......\ Lot it e 1693 - - 820
i $993,544 equipment loan, collateralized by certain restaurant assets of the . < '~ o
** Company, payable in monthly installments of $15,015 including interest - - o
" at 7.04 percent, until June 2010, at which tlme all remammg prmc1pal ' '
and interest is due and'payable .................... RICHEE 557 693
$600,000 equipment loan, collaterallzed by certam restaurant assets of the . -

Company, payable in monthly installments of $9,508 including interest

at 8.52 percent, until May 2012, at which time al! remaining principal .

and interest is due and payable ... 494 562
$995,000 equipment loan, collateralized by certain restaurant assets of the .

Company, payable in monthly installments of $15,687 including interest

at 8.36 percent, until June 2012,'at which time all remaining principal

and interest is du€ and payable-.." ... oo 822 936
$850,000 equipment loan, collateralized by certain assets of the Company, :

payable in monthly instaliments of $16,890 including interest at

7.41 percent, until October 2006, at which time all remaining principal

and interest were due and PAR. .o s — 162
3,313 4,042
LSS CUITENT POTTION couaeemereiiirisirir i insn s st ssseses st sm st sssssas st s s snssssensnins (613) . (7129}
3 N - e % 2,700 .. 83313
Future maturities of notes payable at December 31, 2006 are as follows (in thousands})

2007 e eeeeeeereee s e oo eee ke b e e bt es e e e s R aR g ee e n e e bbb A AR R e sE e R RR AR A AR LR AR s et sae e h) 613
02008 RTINSO SEUUrSUUUREPOY FOPPC SO PSR TSN T8 FTPUIUE AL POOPY: i 663
200D ....eieieriierererererereraeeresseesbesaeesnesn e se e e s s s b abr s e n e i eiies e enens ] : .77
1 L ¢ OO SO PO O OO PP P PSP PP 684
0T L arreeeeeeereeeeereaieeresesiessseabin e eeseescmsasassasaasesesberassnerasasemse s esb e t4 S b e R e AR R SRS A e e A SRt sa b b0 e 504
TRETEATIET .o.vvveveeeceeeeeeoesdeenceereseseeeeeeess i sssbassesaseesasasebesasssee e eeetsebe bt as et s A R R e bbbt s 132
o o 3 3,313

Total interest incurred during 2006, 2005 and 2004 was $294,000, $841 000 and. $375,000, respectively.
Interest incurred in 2005 includes $343,000 of non-cash interest expense related to the amortization of debt discount

discussed in Note 8 below.. o " - PLA
1 . ' l. ’
' ' ' b
1 TR RN 4

Lo
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KONA GRILL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

8. Convertible Subordinated Promissory Note

In July 2004, we entered into a $3.0 million convertible subordinated promissory note and warrant purchase
agreement with an entity controlled by two directors and principal stockholders of the Company. The note was
scheduled to mature on July 25, 2007 and required moenthly payments of interest only at an annual rate of
10 percent. During August 2005, the promissory note was converted into shares of the Company’s Series B
convertible preferred stock and immediately into 500,000 shares of the Company’s common stock in connection
with our initial public offermg : .

In addition, the holder recetved a warrant to purchase 200 000 shares of the Company s common stock for
$5.00 per share. The warrant expires on the earlier of July 30, 2009 or a qualified public offering of the Company’s
common stock of which the gross proceeds are at least $25.0 million at a per share price of not less than $35.00. In
connection with the issuance of the warrant and beneficial conversion feature, we recorded a discount to the
convertible promissory note and a corresponding increase in stockholders’ equity of $400,000, of which $200,000
was aliocated to the beneficial conversion-feature of the convertible promissory note and $200,000 to the warrant.
The value of the warrant and beneficial conversion feature were derived through application of the Black-Scholes
option pricing model. We amortized the debt discount to interest expense in the amount of $343,000 and $57,000
for 2005 and 2004, respectively. ‘

9. Income Taxes S oL '
The provision for income taxes consisted of the following {in thousands):

oo Year Ended December 31, .

2006 ,. - 2005 2004

Current: 3 o : : ‘

Federal .......ocvivnnee ettt sassan s e B — "% 16 I

SALe oo eeeracenes eeerens TR . 60 - 67 _55

N 60 ' - 83 .55
Deferred:

Federal ........ii e e s e s e e raesns — — —

SHALE v icriiecccrr v er st ee s e e ar e s ena e e e s e e s s st et srnes - — —

Total e o o ¢ % 60 $ 83 $ 55

Income tax expense differed from amounts computed by applying the federal statutory rate to (loss) income from
operations before provision for income taxes as follows (in thousands):

Year Ended December 31, t

2006 2005 . 2004
Income tax expense (benefit) at federal statutory rate............ - (908) $ (0 « § 113
State income taxes, net of federal benefit............. rirelessnseanns oo 40. - 45 36
Nondeductible eXpenses.........occvvvvesmsririvrcrnnees erereerareraranesin 195 220 105
Non taxable interest iNCOME.............cvvvvereermnesreinicreincniennenns (116) (74) —
Business tax credit.. ... (492) (424) (250)
L1t OO (78) 16 —
Change in valuation IESEIVE ........uvvuesiervecanrsnreesssseecrensreseensans 1,419 401 51
TOtaAl .ottt e et 3 60 3 83 £ 55
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KONA GRILL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

The temporary differences that give rise to significant portions of deferred tax assets and liabilities were as
follows (in thousands): R ‘ . . |

December 31,
2006 2005
! Deferred tax assets (liabilities): '

Net operating loss carryforward ... e.oueevinrnenees e C$ 3010 08 204

DEferTed TeML.. . e e e eeeeeeeeeecii s s eeeee et eerse s e n s sr s rmassaeeas 4,385 2,707

Business tax credits .....occcviiiivreeeceninininirennnnnd S ) 1,438 946

. -+ Organizational and preopening CostS......vvurnisnsiodunn * 444’ 595

Stock-based compensation ........c.... 360 76

Accrued eXpenses.....io..cevinnennns 22 —
. Property and eqUIPmMENL.........ccmmmilensiinn (3,984) C(2,549)
' Accelerated tax depreciation ...........irriennnane - 1 (334)
OHRET. ..o v e ec e bbb e sd e 58 39

" Net deferred (X ASSEIS vve/vvreeeesieriissieesesessesssrsssrsssasesesesens 3,025 " 1,606
B ValUation LIOWAICE ........c.eveervrceeessisrasersesmssssscersessesssenns ©(3,025) (1,606)

Total‘ $ — $ —

The valuation dllowance increased by approximately $1,419,000 and $401,000 at December 31, 2006 and 2005,
respectively. - In assessing the realization of deferred tax assets, we consider whether it is more likely than not that
some portion or all of the deferred tax assets will not be realized. The ultimate realization of deferred tax assets is
dependent upon the generation of future taxable income during the periods in which those temporary differences
become deductible. We consider the scheduled reversal of deferred tax liabilities, projected future taxable income,
and tax planning strategies in making this assessment. Based on historical operating losses, we have elected to
maintain a full valuation allowance until realization of deferred tax assets is more likely than not. " '

At December 31, 2006, we have approximately $1,761,000 and $1,085,000 in federal and state net operating
loss carryforwards, respectively, which begin expiring in the year 2021 for federal income tax purposes and 2009 for
state income tax purposes. Utilization of our net operating loss carryforwards may be subject to substantial annual
limitations due to ownership change rules under the Internal Revenue Code and similar state provisions. Such
limitations could fesult in the expiration of nét operating loss carryforwards before utilization.

In May 2006, Texas changed the franchise tax- calculation for tax returns due on’or after January 1, 2008 for
2007 business activity. The cumulative effect of the change did not have a material impact on our consolidated
financial statements. Beginning in 2007, we may incur income tax expense under this tax calculation.

1. *

At December 31, 2006, deferred tax assets do not include approximately $330,000 of excess tax benefits from
employee stock option exercises that are a component of our net operating loss carryovers. Stockholders’ equity
will be increased by approximately $330,000 when such excess tax benefits are realized upon the usage of the net
operating loss carryovers and the reversal of the valuation allowance. ’ ‘ '

We also have federal business tax credit carryforwards of approximately $1,438,000 which begin expiring in
2021. These credits are also potentially subject to annual limitations due to ownership change rules under the
Internal Revenue Code and similar state provisions. ' '
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KONA GRILL, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

10. Stockhclders’ Equity
Preferred Stock - '

We are authorized to issue 2,000,000 shares of preferred stock with a par value of $0.01.

Conversion of Series Preferred A and Series Preferred B to Common Stock

During August 2003, we issued to seven investors 4,166,666, shares of our Series A convertible preferred stock
at a price of $1.20 per share, which included the sale of 3,333,332 shares- for $4.0 million and. conversion of
$1.0 million principal amount of the notes issued during May 2002 into 833,334 shares. Our Chairman of the
Board, was the lead investor in this financing and purchased from the Company 3,083,332 of such shares for an
aggregate investment of $3.7 million. In addition, an entity affiliated with the Company’s former Chief Executive
Officer, purchased from the Company 833,334 of such shares for an aggregate investment of $1.0 million. In
connection with our initial public offering, we issued 833,331 shares of common stock upon the voluntary
conversion by the holders of our outstanding shares of Series A preferred stock.

As discussed in Note 8, in July 2004, we entered into a $3.0 million convertible subordinated promissory note
and warrant purchase agreement with an’ entity controlled by two directors and principal stockholders of the
Company. During August 2005, we issued immediately prior to the closing of our initial public offering
2,500,000 shares of Series B preferred stock upon the voluntary conversion by the holder of the principal amount
outstanding under the promissory note and these shares were immediately converted into 500,000 shares of common
stock. : , . '

11. Stock-Based Compensation
Stock Options .' , " E .

We maintain stock award plans which provide for discretionary. grants of incentive stock options, non-qualified
stock options, restricted stock, and other types of awards to our employees, consultants, and non-employee directors.
The number of shares authorized for issuance under,our plans as.of December 31, 2006 totals 749,024 shares of
which 117,435 shares are available for future issuance. Stock options granted under these plans are granted with an
exercise price at or above the fair market value of the underlying common stock at the date of grant and generally
expire five or ten years from the date of grant. Employee and consultant stock options generaily vest 25 percent on
the date of grant and 25 percent on each annual anniversary date thereafier. Non-employee director options vest
100 percent on the date of grant.

Prior to January 1, 2006, we accounted for our stock based compensation in accordance with APB No. 25,
Accounting for Stock Issued to Employees, and related interpretations and adopted the disclosure-only provisions of
SFAS No. 123, Accounting for Stock—Based Compensation. In accordance with APB No. 25, no -stock-based
compensation expense was recognized in our prior year net loss for grants of stock options to employees because we
granted stock options with an exercise price equal to the fair market value of the stock on the date of grant.
However, share-based compensation expense of $198, 000 ‘was recogmzed for 2005, as a result of the accelerated
vesting of all outstanding unvested stock options. - .

The following table shows the effect on net (loss) income and net (loss) income per share had compensation
cost been recognized based upon the estimated fait value on the grant date of stock options in accordance with
SFAS No. 123, as amended by SFAS No. 148, Accounting for Stock-Based Compensation — Transition and
Disclosure (in thousands, except per share data): '

F-15




KONA GRILL, INC,
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued)

Year Ended December 31,

2005 2004
Net (loss) income, a8 1ePOrted...cuuerriiiccrininserreseniarens $ (383 5 276
Add: Stock-based compensation expense included in
reported earnings, net of related tax effect™............ < 198 —
Deduct: Total stock-based compensation expense
determined under fair value based method for .
all awards, net of related tax effect® .................. (387) (108)
Pro forma net (1055) INCOME .o.ovvininnniiiiere st ) $  (572) $ 168
Net (loss) income per share: .
Basic, 85 FEPOrted...........cocvmererccenseersvermressrersensersneens 8 (0.13) $ 0.19
Basic, pro forma ... ‘ $ ' (0.19) $ 012
Diluted, a5 TePOrted .........c.orvveeeucercrmremmessrasenrrcmnaesins . $ _(0.13) $ 017
Diluted, pro forma ... -5 (0.19) £ 0.06

) Income taxes have been offset by a valuation allowance. See Note 9 of Nates to Consolidated Financial Statements,

] Effective January 1, 2006, we adopted the fair value recognition provisions of SFAS No. 123R, Share-Based
Payment (“SFAS. 123R"), using the modified prospective transition method. Under this transition method,
compensation cost recognized in the year ended December 31, 2006 includes compensation cost for all share-based
payments granted subsequent to January 1, 2006, based on the grant date fair value estimated in accordance with
SFAS 123R. All options granted prior to January 1, 2006 were fully vested. The adoption of SFAS 123R increased
our 2006 reported operating loss, loss before income taxes and net loss by $967,000 and increased basic and diluted
net loss per share by $0.17 per share. ,
Results of prior periods do not reflect any restated amounts and we had no cumulative effect adjustment upon
adoption of SFAS 123R under the modified prospective method. Our policy is to recognize compensation cost for
awards with only service conditions using a graded vesting schedule on a straight line basis over the requisite
service period for the entire award, ' '

The fair value of each option award is estimated on the date of grant using the Black-Scholes option pricing
model and is affected by assumptions regarding a number of highly complex and subjective variables. These
variables include, but are not limited to, the actual and projected employee stock option exercise behavior. The use
of an option pricing model also requires the use of a number of complex assumptions including expected volatility,
risk-free interest rate, expected dividends, and expected term. Expected volatility is based on the historical volatility
of a peer group of companies over the expected life of the option as we do not have enough history trading as a
public company to calculate our own stock price volatility. The expected term of the options represents the
estimated period of time until exercise and is based on historical experience of similar awards, giving consideration
to the contractual terms, vesting schedules and expectations of future employee behavior. The risk-free interest rate
is based on the U.S. Treasury yield curve in effect at the time of grant for the expected term of the option. We have
not paid dividends in the past and do not plan to pay any dividends in the near future. SFAS 123R also requires us
1o estimate forfeitures at the time of grant and revise these estimates, if necessary, in subsequent periods if actual
forfeitures differ from those estimates. We estimate forfeitures based on our expectation of future experience while
considering our historical experience. .The fair value of stock awards was estimated at the date of grant with the
following weighted average assumptions: o )

2006 . - 2005°" 2004

Dividend yield ....cccovveeveenrmrens e, : 0.0% oo 0.0% 0.0%
Expected volatility ......cooonninininns - 38.6% . 0.0% 0.0%
Risk-free interest rate.........ccoovviveiicninnnns 4.7% 4.4% 4.5%
Expected life (in years)........eevieneennns 4.4 5.0 5.0

Estimated fair value per option granted.. $4.88 $1.16 $1.00
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Activity during 2006, 2005, and 2004 under our stock award plans was as follows:

! - Shares - Weighted Weighted Average

Under Average Remaining Aggregate
Option Exercise Price Contractual Term Intrinsic Value
Outstanding options at December 31, 2003... 108,700 § 6.58 .
GIANEd..errrerereceeeresssssssssessssse s sessessnens 276,079 507", ’
Forfeited.......cooovirumeemeecciecieine e (1,100) 7.50
Exercised.............. eeeeeeen {200) 7.50
QOutstanding optlons at December 3 l 2004... 383,479 -5.49
Granted....ovieenrn i 110,600 6.07
Forfeited........cooorvmnnnicccc e cccnererniens (6,200) 6.19
Exercised............. y (12,000) . 7.50
Qutstanding optlons at December 3 I 2005..":7 475879 . 556 _
Granted.....oovevvcieiieieeee e irin e - 398,000 13.72
Forfeited..........ccocu.. T S - (103,514) 5.57
Exercised... . everens (138,776) 5.80-
Outstanding opt;ons at December 31 2006 " 631,589 & 10.65 5.64 years $ 6,254,000
Exercisable at December 31, 2006................ 419,589 § - "8.72 6.19years § 4,963,000

The total aggregate intrinsic value“of Options exercised during 2006, 2005, and 2004, was dpproximately
$825,000, $39,000, and $0, respectively. The total fair value of shares vested during 2006, 2005, and 2004 was
approximately $820,000, $424,000, and $108,000, respectively. As of December 31, 2006, there was apprommately
$830,000 of total unrecognized stock-based eompensatlon expense related to unvested share-based compensatlon
arrangernents which is expected to be recogmzed over a welghted average period of 2, 30 years.

Information regarding options outstanding and exercisable at December 31, 2006 is as follows:

Options Outstanding o Options Exercisable

" Weighted Average Weighted Weighted
" " Remaining Average _ Average
Range of Contractual Exercise Exercise

Exercise Prices Shares Life (vears) Price Shares Price’
$5.00- § 6.00 233,589 : L7583 0 08 564 . 233589 ' 564
§7.50- § 835 91,750 . . oo 435 - - .0 816 53,500 8.02
$12.64 - $16.40 - 240,000 . oo 451 o 1421 0 107,5000 - - 1351
$17.51 -%$19.14 - 66,250 - - - 486 . 18.86 - 25,000 ‘ -18.41

631, 589- el 564 10.65 419,589, - . 8.72
Employee Stock Purchase Plan : - <L
During 2005, our Board of Directors' and stockhelders approved the 2005 Employee Stock Purchase: Plan
(*ESPP”} and reserved 425,000 shares of common stock for issuance thereunder. The ESPP permits eligible
employees to purchase common, stock at a discount .through payroll deductions-up to 15 percent of employees’
eligible earnings during the offering period. Each offering period has a maximum term of up to 27 months, For
purchases made during 2005, the price at-which stock was purchased under the.ESPP was equal to the lesser of
85 percent of the fair market value of common stock on the first day of theroffering period or 85 percent of the fair
market value of common stock on the last day of the offering period. Subsequent to December 31, 2005, the
purchase price per share at which shares of common stock are sold in an offering under the ESPP is equal to 95
percent of the fair market value of common stock on the last day of the applicable offering period. During 2006 and
2005, 5,547 shares and 17,610 shares, respectively, were purchased under the ESPP, . . .




KONA GRILL, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS - (Continued)

Warrants

We issued-warrants to “purchase 8,900 shares of common stock at an exercise price. of $5.50 per share to
placement agents in connection with the Company’s private placement of common stock in 1998. These warrants
were exercisable through September 2005.. During 2005, warrants with respect to 5,280 shares were exercised. The
remainder of the warrants expired in September 2005.

We also issued warrants to purchase 3,200 shares of common stock at an- exercise prlce of $7 50 per share to
placement agents in connection with the private placement of common stock in-1999. During 2004, warrants with
respect to 2,800 shares were exercised. The remainder of.the warrants expired in December-2004. , .

We issued warrants to purchase 50,000 shares of common stock at an exercise price of $6.00 per share in
connection with the issuance of a convertible note in 2002, These warrants are exercisable through May 2009.
During 2006, warrants with respect to 15,000 shares were exercised using-a net settlement feature contained in the
warrant which resulted in 10,415 shares of common stock being issued. . ; ‘

- In July 2004, we issued a warrant to purchase-ZO0,000 shares of our common stock for $5.00 per share in
connection, with the execution of a $3.0 million convertible subordinated promissory note agreement. We recorded
the value of the warrant at $200,000. In lieu of exercising the warrant for cash, the holder may. elect to receive
shares equal to the intrinsic value of the warrant. The warrant expires on the earlier of July 30, 2009 or a qualified
public offering of the Company’s common stock as defined by the warrant agreement (see Note 8)...

12. Employee Benefit Plan W+ oL, S o

Dunng 2006, we establlshed a voluntary defined contrlbutlon plan covermg ellglb!e employees as defined in the
plan documents. Participating employees may elect to defer the receipt-of a portion of their compensation, subject
to applicable laws, and contribute such amount to one or more investment options. We currently match in cash a
certain percentage of the employee contributions to the plan and also pay for related administrative expenses.
Matching contributions made during 2006 were approximately $34,000.

. 13, Commitments and Contingencies

We lease restaurant and office facilities and certain real property under operating leases having terms expiring
from 2008 to 2022. The restaurant facility leases primarily have renewal clauses of five years exercisable at the
option of the Company and rent escalation clauses stipulating specific rent increases. We record deferred rent to
recognize rent evenly over the initial lease term. Certain of these leases require the payment of contingent rentals
based on a percentage of gross revenues, as defined. Rent expense for 2006, 2005 and 2004 was approximately
$3,542,000, $2,180,000 and $1,557,000, respectively. Rent expense for 2006 includes $510,000 of straight-line rent
recorded in preopening expense as a result of the adoption of FSP FAS No. 13-t on January 1, 2006. Contingent
rent included in rent expense for 2006, 2005, and 2004 was $280,000, $237,000, and $190,000, respectively.

Future minimum lease payments under operating leases at December 31, 2006, were as follows (in thousands):

2007 e ees et vttt se e e re s e e e e s e b et e s be e A B ea R e b aa e e TR S ST R PR e s $ 4,293
41T SO U OO PO PPPOPPP 4,774
414 T U O OO RRPOPOPO 4,603
L1 OO OO OO DO OO P OU O TSROSO 4,699
ZOLLemeoiereeeriersirserereeeeeeeueee e messtteaesatssatasetsasensarese see s resaeane e sasneneeeeams e seesmeeked st A b rR s R e r e a e e 4,767
Thereafter... 24,531
Total minimum lease paymen(s .................................................................................................... 5 47,667
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14. Litigation

In-November 2004, we settled a trademark infringement claim against us for $115,000. The claim was made in
March 2004 in connection with our intent to open a restaurant location-in Indiana. The settlement amount is
reflected in our consolidated statement of operations for the year ended December 31, 2004, SR

« .
We are engaged in various legal actions, which arise in the ordinary course of our business. Although there can
be no-assurance as to the ultimate disposition of these matters, it is thé opinion of our management, based upon the
information available at this time, that the expected outcome of these. matters, individually or in the aggregate; will

not have a material adverse effect on the results of operations or. financial condition of the Company.

15. Related Party Transactions . o - oot

" T P I . Lo . L B "oy
In July-2004, we entered into the convertible subordinated promissory note and warrant purchase agreement

discussed in Note § with an entity controlled' by two directors and principal stockholders of the Company. ‘For the

years ended December 31, 2005 and 2004, we recorded interest expense of approximately $530,000 and $187,000,

respectively, associated with the note and warrant; including amortization related to the debt discount. During

August 2005, the -promissory .note was; converted into shares of the:Company’s Series B preferred. stock and

immediately-into 500,000 shares of the Company’s common stock in ¢connection wnh our’ mmal public offermg |

' ' i lear s ot R . . . .

16. Quarterly Results of Operatmns {(Unaudited) N 1 O T

The following table presents certain unaudited consolidated financial data for each-of the four quarters in 2006
and 2005. We believe that all necessary adjustments have been included to present fairly the quarterly information
when read in conjunction with our.annual financial statements and related notes. The operating results for any
quarter are not necessarily 1nd1cat1ve of the results for any subsequem quarter. Amounts are’ shown in thousands

except per share data et : . . L v
. M ' R Y ' N NI .. i O ' . St
i . _ i . Quarter Ended )
2006 2005
March 31 June 30 Sept. 30 Dec. 31 March 31 - June 30 Sept. 30.. . Dec. 31
Restaurant sales.......ocevccevirrerene,. $ 10,194 $ 11877 $ 13,812 % 1480 $ 8011 % 8919 § 9455 § 10433
(Loss) income from operallons. 0, 041) (429) (636) (1. 220) (122) 369 5 (1)
Net (loss) INCOME ... orevrfnn (333) o ,(303) : (468) ‘ (l 085) TG0 175 (306) - 52
. ¥ . * 5T P . ', e
Nel(loss)mcomcpershare v . N PR e e Wl s o
Basic. i i o $ (016) $:n.(005 % (008) .% . (0:19) .$ (021) % 012 ..85 (009 § 0.0l
Diluted.....ooooocoiommneiiee i, $0€016) 8, (0.05), 3 (008) $ - (0.19) 3 (0.21) § 010 -.$-(0.09) $ . 0.0l
Welghted average shares used 111 C ‘- C RN ., “ . . v e
computanon . " oL . L S ' S ‘
BaSIC.urevrnsiantusieeridiensersirsasrsssaneen, 5,731 5,793 V7 5805%- - ' 5,834 1,463 1463 3570+ 75680
Dlluted 5,731 5,793 5,805 5,834 1,463 2,975 3,570 5,899

r o [ L | i, e v 3
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